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The  Plan 
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chandising,  etc. 
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STARTING  A  NEW  BUSINESS 
Part  I 

What  Is  Financing? 

INDUSTRY,  commerce,  and  finance  are  the  “big- 
three”  brothers  of  the  business  world. 

Industry  covers  all  those  thousands  of  activities 
which  transform  raw  materials  of  all  kinds  into  finished 
products  ready  for  consumption. 

Commerce  embraces  those  equally  numerous  activities 
which  distribute  the  finished  products  to  consumers  at 
home  and  abroad.  “Trade  and  transportation”  is  another 
name  for  this  “big  brother.” 

But  industry  and  commerce  would  be  helpless  without 
finance,  which  provides  the  mechanism — money  and 
credit — necessary  in  putting  thru,  daily,  the  millions  of 
transactions  involved  in  carrying  on  an  endless  chain  of 
industrial  and  commercial  activities. 

All  the  way  from  great  international  loans  and  the 
strategy  and  maneuvers  of  a  group  of  capitalists  who 
are  acquiring  control  of  a  huge  railway  system  down  to 
the  problem  of  meeting  the  pay  roll  of  a  small  factory, 
or  even  paying  the  rent  each  month  for  space  used  as  a 
shoe-shining  parlor,  every  business  everywhere  comes 
face  to  face  with  problems  of  finance. 

As  industry,  commerce,  and  finance  are  basic  divisions 
of  the  business  world  as  a  whole,  so  producing,  distribut¬ 
ing,  and  financing  are  basic  divisions  of  the  individual 
business  concerns  which  compose  the  world  of  business. 
The  methods  employed  and  the  principles  applied  in  suc¬ 
cessfully  financing  an  individual  business  concern  are 
explained  and  illustrated  in  this  major  section  of  our 
training  service,  comprising  Executive  Manuals  41  to  48, 
inclusive. 
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The  Relation  between  Financing  and  Other  Activities.  As 

explained  in  our  preliminary  survey  of  financing,  in 
Executive  Manual  7,  the  daily  financial  problems  faced 
by  every  business  are  closely  related  to  the  various  phases 
of  production  and  sales. 

Both  producing  and  selling  activities  have  to  be 
financed  so  that  they  are  not  cramped  or  restricted  for 
lack  of  funds  needed  to  carry  them  out  effectively.  At 
the  same  time,  producing  and  selling  activities  must  be 
so  planned  and  carried  out  that  they  will  require  a  mini¬ 
mum  amount  of  working  capital.  Management  must 
ever  keep  in  mind  this  two-way  obligation  between 
financing  and  all  other  activities  of  a  business. 

The  equipment  and  working  capital  needed  for  effi¬ 
ciently  conducting  production  and  sales  must  be  pro¬ 
vided — and  efficiency  in  producing  and  selling  is 
required  in  order  to  lighten  the  burden  of  financing 
the  business. 

Difficulties  faced  in  financing  a  business  often  disap¬ 
pear  when  improvements  are  made  in  other  activities  of 
a  business.  Not  infrequently  bankers  turn  down  applica¬ 
tions  for  loans  from  concerns  which  do  not  really  need 
money,  but  do  need  to  make  certain  improvements  in 
managing  their  business,  such  as  a  change  in  the  buying- 
policy,  a  better  control  of  materials  or  of  men,  or  a  closer 
watch  on  collections,  etc.  When  such  improvements  are 
made,  the  need  for  the  loan  disappears. 

What  Financing  Involves.  The  start  of  financing  a 
business  is  getting  together  the  capital  needed  to  estab¬ 
lish  it.  But  that  is  only  the  start.  Day-to-day  financing 
problems  then  begin.  These  problems  are,  as  above  ex¬ 
plained,  intimately  related  to  every  important  activity 
in  carrying  on  the  business.  Enough,  no  more  and  no 
less,  working  capital  must  be  provided  so  that  every 
activity  may  be  carried  on  efficiently. 

Providing  more  working  capital  than  necessary  in¬ 
creases  costs  thru  higher  interest  charges;  providing 
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less  working  capital  than  necessary  increases  costs 
thru  hampering  efficient  operating  activities. 

All  operations  of  a  business  organization  entail  finan¬ 
cial  obligations  to  be  met.  Raw  materials  or  merchan¬ 
dise  must  be  bought  and  paid  for  and  labor  must  be 
promptly  paid.  All  essential  activities  give  rise  to  finan¬ 
cial  obligations  which  require  planning  ahead  to  provide 
the  funds  with  which  to  meet  them.  Unless  these  obliga¬ 
tions  are  systematically  taken  care  of,  the  business  suf¬ 
fers  from  serious  handicaps. 

The  proceeds  that  come  in  from  sales  must  be  sufficient, 
in  the  long  run,  to  take  care  of  all  the  obligations  which 
have  arisen.  But  collections  seldom  flow  in  at  a  rate 
which  evenly  balances  outgo  of  funds.  This  lack  of  bal¬ 
ance  complicates  the  financing  problem. 

The  process  of  manufacture  sometimes  requires  months 
before  the  goods  are  placed  in  the  hands  of  the  purchaser. 
Meantime,  the  outgo  of  funds  used  in  production  steadily 
mounts  upward.  Then,  when  the  goods  are  finally  de¬ 
livered'  to  customers,  there  is  likely  to  be  an  additional 
postponement  of  collections,  allowed  by  the  credit  terms. 
Furthermore,  there  are  nearly  always  a  few  customers 
who  do  not  pay  their  accounts  promptly  when  due. 
Thus — - 

Financing  requires  planning  ahead  to  have  adequate 
funds  available  for  meeting  many  obligations  which 
must  be  paid  before  collections  are  made. 

It  is  apparent  that  a  new  business  must  have  sufficient 
working  capital  to  pay  all  expenses  of  operating  the  busi¬ 
ness  until  collections  begin  to  be  made  in  sufficient  vol¬ 
ume  to  take  care  of  current  expenses.  But  thereafter 
income  does  not  always  keep  pace  with  outgo.  It  may  at 
times  run  ahead  and  at  other  times  run  behind  outgo. 
If  the  business  is  expanding,  this  will  tend  to  make  outgo 
run  ahead  of  income.  The  financing  of  business  expan¬ 
sion  always  requires  the  most  careful  financial  planning, 
as  we  shall  see  in  detail  later  on. 


4 


STARTING  A  NEW  BUSINESS 


The  Importance  of  Sound  Management.  Many  business 
failures  come  from  poor  day-to-clay  financing.  It  is  one* 
thing  to  raise  sufficient  capital  for  giving  a  business  a 
good  start,  and  it  is  another  thing,  as  the  business  grows 
older,  to  provide  for  meeting  the  everyday  financial  de¬ 
mands  of  the  business.  This  requires  sound  business 
management,  with  definite  and  complete  accounting  and 
cost  methods. 

The  modern  complex  conditions  of  industry  and  trade 
rule  out  all  guesswork  if  a  business  is  to  succeed. 

This  applies  to  the  small  business  as  well  as  to  the 
large  corporation;  it  applies  in  handling  details  as  well 
as  in  handling  the  broad  problems  of  management. 

One  great  business  enterprise  actually  makes  its  profits 
from  the  cash  discounts  it  takes  on  the  bills  it  pays. 
Again,  a  retail  store  here  and  there  has  had  to  close  its 
doors  because  its  trade  fell  off.  Income  fell  off  more  than 
outgo,  because  overhead  expenses  could  not  be  propor¬ 
tionately  curtailed. 

Why  did  trade  fall  off? 

There  are  many  probable  reasons,  all  evidence  of  un¬ 
sound  management.  The  store  may  have  been  allowed 
to  become  shabby  in  appearance.  People  sought  the 
bright,  shiny  counters,  the  gayly  lighted  windows,  and 
the  fresh  looking  stock  of  other  stores.  If  so,  the  business 
could  have  been  saved  with  practically  no  additional  ex¬ 
pense  if  the  merchant  had  devoted  a  few  moments  each 
day  to  tidying  up. 

That  is  perhaps  a  far  cry  from  the  ordinary  thought 
of  financing.  But  it  is  evidence  of  unsound  management, 
and  unsound  management  is  always  reflected  in  financial 
difficulties.  Bankers  are  never  inclined  to  lend  money 
when  it  is  needed  as  a  result  of  unsound  management. 
A  poorly  managed  business  is  likely  to  have  trouble  in 
borrowing,  regardless  of  whether  it  is  making  money  or 
not. 
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Size  Immaterial  in  Efficient  Financing.  No  business  is 
too  small  to  finance  itself  efficiently.  No  business  is  too 
small  to  apply  the  basic  principles  of  efficient  financing 
as  stated,  explained,  and  illustrated  in  this  and  the  fol¬ 
lowing  seven  manuals  on  this  important  phase  of  busi¬ 
ness  management. 

Every  executive,  regardless  of  the  size  of  his  business, 
should  understand  and  be  able  to  apply  the  principles  of 
efficient  financing.  The  executive  who  does  not  take 
tune  to  consider  financing  details  is  certain  for  that  rea¬ 
son  to  add  to  the  financial  difficulties  of  the  business, 
for — 

Every  executive  must  be  able  to  discharge  his  respon¬ 
sibility  in  the  light  of  the  effect  of  what  he  does  on 
the  problem  of  financing  the  business. 

Financing  a  business  is  exactly  the  same,  in  principle, 
as  financing  private  affairs.  If  a  man  receives  a  salary 
of  $200  a  month,  he  must  keep  his  personal  expenses 
within  that  income.  If  he  spends  more,  he  sooner  or  later 
comes  to  grief,  unless  his  income  increases.  That  is  a 
simple  proposition,  but  it  is  important.  The  business 
that  spends  more  than  it  takes  in  cannot  avoid  disaster. 
Keeping  expenditures  within  the  income  is  the  central 
problem  both  in  financing  a  business  and  in  financing  the 
living  of  an  individual  or  a  family. 

Financing  Is  Simple.  Financing  is  simple  if  the  under¬ 
lying  principles  are  known.  Any  man  can  learn  these 
principles  if  he  determines  to  do  so.  The  mysteries  of 
financing  fade  away  in  the  light  of  a  few  fundamental 
principles,  once  those  principles  are  really  understood. 

Financing,  in  its  principles,  is  not  variable,  not  an  un¬ 
certain  will-o’-the-wisp  factor  in  operating  a  business. 
It  is  definite,  certain,  dependable,  and  tangible.  The 
principles  of  efficient  financing  are  fixed  as  definitely  as 
are  the  principles  of  scientific  production. 

In  this  and  the  seven  following  executive  manuals,  the 
methods  and  principles  applied  in  financing  a  business 
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will  be  fully  explained,  from  the  securing  of  capital  in 
planning  a  new  enterprise  to  the  provision  of  working 
capital  for  all  expenditures  in  operating  the  business  from 
day  to  day.  And  thruout  this  detailed  study  of  financing, 
we  shall  see  that  this  phase  of  business  management  is 
not  complex,  but  simple — to  those  who  understand  the 
principles. 


STARTING  A  NEW  BUSINESS 
Part  II 

Planning  the  New  Business 

SOME  years  ago  two  brothers  launched  a  mail  order 
business.  Their  entire  available  capital  was  $10,- 
000.  But  each  of  them  had  had  several  years  of 
business  experience,  much  of  it  as  employes  in  a  mail 
order  house;  and  they  had  fortified  themselves  by  a  care¬ 
ful  study  of  the  fundamental  principles  of  financing  a 
business. 

They  realized  the  necessity  of  definitely  planning  each 
important  step  in  advance — just  what  they  would  sell, 
the  price  and  cost,  the  terms  of  sale  and  of  purchase,  etc., 
as  explained  more  fully  later  on ;  for  they  knew  that  their 
capital  was  limited,  that  the  competition  they  faced  was 
keen,  and  that  it  was  necessary  to  conserve  their  capital 
for  use  along  lines  most  vital  to  their  success. 

Chiefly  because  they  were  able  to  plan  each  step  ahead 
so  that  no  part  of  the  limited  capital  they  had  was 
wasted,  their  new  business  was  a  success  from  the  start 
and  is  to-day  rated  as  a  million-dollar  concern. 

Success  in  starting  a  new  business  depends  largely 
upon  ability  to  plan  each  step  of  progress  so  that  the 
available  working  capital  is  sufficient  to  meet  all 
requirements. 

A  young  man  in  a  small  town,  well  liked  in  the  com¬ 
munity,  saved  up  sufficient  capital  to  start  a  small  fish 
market  of  his  own.  He  had  one  competitor,  an  elderly 
man  who  had  run  a  fish  market  in  that  town  for  years, 
but  who  was  not  well  liked  by  the  townsfolk.  Many 
people  were  glad  to  trade  at  the  new  market,  and  each 
week  the  younger  man’s  business  increased.  But  he  was 
not  able  to  plan  ahead.  His  success  went  to  his  head. 
He  began  to  increase  his  personal  expense  and  he  was  not 
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careful  about  keeping  down  his  business  expenses.  He 
did  not  really  understand  the  retail  fish  business — how  to 
price  his  fish,  how  to  avoid  losses  from  unwise  buying, 
how  to  keep  down  delivery  expenses,  etc.  Consequently, 
he  was  soon  out  of  business. 

The  Right  Attitude  toward  a  New  Business.  Much  de¬ 
pends  upon  the  attitude  in  which  the  problems  of  the 
new  enterprise  are  approached.  There  is  one  best  way 
to  do  everything.  That  way  is  often  set  aside  for  the 
sake  of  humoring  the  personal  whim  or  sentiment  of 
some  executive,  and  this  often  results  disastrously. 

An  Eastern  manufacturer’s  business  had  been  founded 
by  his  father  years  before.  Expansion,  necessitating  new 
buildings  and  equipment,  had  become  desirable.  The 
manufacturer  was  urged  by  his  aids  to  move  to  a  near-by 
industrial  center,  where  the  labor  and  raw-material  mar¬ 
kets  were  better  and  transportation  facilities  were  more 
favorable.  But  on  account  of  the  sentiment  attached  to 
the  old  home  town,  he  wrould  not  move. 

From  occupying  the  position  of  a  leader  in  his  line,  he 
gradually  slipped  downward  until  he  was,  in  a  few  years, 
forced  out  of  business  altogether.  Misplaced  sentiment 
caused  his  downfall. 

A  mechanic  learns  to  operate  and  repair  an  automobile 
engine  most  quickly  by  taking  it  apart,  studying  each 
piece  of  mechanism  in  its  relation  to  the  other  parts  and 
to  the  engine  as  a  whole.  The  same  is  true  in  solving 
business  problems. 

An  executive  can  best  approach  a  problem  by  taking 
the  attitude  of  a  discoverer  toward  that  problem.  He 
will  analyze  the  problem  thoroly  as  tho  it  had  never 
before  been  analyzed.  His  mind  is  open.  He  gets  at  all 
the  facts  in  the  case  and  weighs  them  impartially. 

In  analyzing  a  complex  situation,  it  is  often  difficult 
to  remember  the  details  -which  make  up  the  whole.  But 
if  the  details  are  all  classified  and  listed  in  black  and 
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white,  where  they  cannot  get  away,  then  the  executive 
can  concentrate  on  weighing  them  against  each  other, 
checking  them  off  one  by  one,  until  the  point  or  points 
upon  which  the  whole  problem  hinges  is  found. 

A  vice  president  of  one  of  the  biggest  surety  companies 
in  America  received  his  early  business  training  in  one  of 
the  large  department  stores  of  Chicago.  He  said  that 
every  helpful  suggestion  he  made  while  employed  in  that 
store  was  due  to  his  inexperience.  He  was  able  to  see 
the  shortcomings  of  the  store  because  he  approached  the 
problems  as  tho  they  had  never  been  solved. 

The  mere  fact  that  a  thing  is  being  done  with  a  fair 
degree  of  efficiency,  and  has  always  been  done  in  a 
certain  way,  should  not  mean  that  it  cannot  be  done 
better  in  some  other  way. 

This  attitude  toward  any  problem — as  tho  it  were  an 
entirely  new  one — gives  the  executive  a  chance  to  use  his 
initiative  and  to  view  the  problem  from  all  angles.  Open- 
mindedness,  then,  is  a  most  important  requirement  in 
approaching  a  business  problem. 

The  Value  of  Preliminary  Planning.  Again,  consider  the 
case  of  the  two  brothers  who  entered  the  mail  order  field. 
In  the  first  place,  they  realized  that  their  capital  was 
limited;  that  the  $10,000  they  had  must  be  put  to  the 
best  possible  use. 

Therefore,  instead  of  renting  warerooms  and  offices, 
they  started  their  business  in  a  $15-a-month  loft  and 
kept  all  other  expenses  down  as  low  as  possible. 

They  had  studied  and  practiced  the  principles  of 
advertising  and  selling.  They  knew  that  to  interest 
customers  they  must  have  a  special  appeal  somewhat 
different  from  that  employed  by  the  old  established 
houses.  They  concentrated  at  the  start  on  the  sale  of 
one  line  of  products,  made  by  a  single  manufacturer. 
They  decided  that,  if  possible,  they  would  sell  on  the 
installment  plan. 

They  appealed  to  their  manufacturer  to  let  them  have 
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longer  terms  of  credit  than  usual,  in  order  that  they 
might  be  able  to  sell  on  time.  They  carefully  worked 
out  their  plan,  showing  the  credit  needed  from  the  date 
of  purchase  to  the  dates  of  payments  by  customers  who 
would  pay  in  installments.  They  tested  out  sales  on  this 
plan  and  showed  the  manufacturer  an  analysis  of  their 
field  and  the  probabilities  for  future  growth.  The  manu¬ 
facturer  was  favorably  impressed  by  the  careful  planning 
of  the  young  men  and  he  agreed  to  supply  a  reasonable 
amount  of  goods  on  favorable  terms. 

The  brothers  did  not  stop  here,  but,  realizing  that  their 
success  would  depend  largely  on  the  volume  of  their 
sales,  laid  their  plans  before  an  advertising  agency  that 
specialized  in  mail  order  advertising.  They  knew  that  a 
large  part  of  their  $10,000  would  have  to  be  spent  in 
advertising,  that  they  would  have  to  use  space  in  good 
publications  of  wide  circulation. 

Their  advertising  was  well  planned.  The  copy  wras 
strong  in  its  appeal.  Results  were  even  better  than 
anticipated.  But  they  continued  to  keep  down  their 
expenses  of  operating  the  business.  They  discounted 
their  bills  and  thus  were  able  to  secure  the  maximum 
profit.  The  wisdom  of  their  planning  was  quickly  proved. 
To-day  they  are  the  leading  distributors  of  their  line  of 
products. 

Their  success  was  due  to  the  fact  that  they  intelli¬ 
gently  planned  their  business  development  step  by  step. 
They  knew  just  where  they  were  going  and  how  to  get 
there.  They  had  no  trouble  in  getting  the  help  of  the 
banker  when  they  needed  additional  working  capital  for 
expansion. 

Definite  plans,  with  details  worked  out  in  advance  as 
far  as  possible,  are  necessary  to  interest  either  the 
hanker  or  the  investor. 

INVESTIGATION - FIRST  STEP  IN  PLANNING 

What  is  the  first  logical  step  to  take  in  planning  to 
start  a  new  business?  Ordinarily  it  is  the  thoro  investi- 
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gation  of  all  factors  vital  to  the  success  of  the  business. 
This  investigation  covers  such  matters  as — 

The  competition. 

The  prices. 

Materials  and  labor  markets. 

The  sales  market. 

The  permanency  of  demand. 

The  status  of  the  money  market. 

The  cost  of  production  and  selling. 

The  location,  etc. 

Where  there  is  neglect  of  one  or  more  of  these  factors 
in  planning  the  new  business,  the  organizer  of  the  busi¬ 
ness  cannot  be  sure  of  success.  While  any  one  factor  by 
itself  may  not  mean  much,  still  neglect  of  it  often  reacts 
unfavorably  on  others,  affecting  the  entire  structure  of  a 
business.  An  inventor,  for  example,  may  be  enthusiastic 
over  his  own  creation,  and  fail  to  see  that  production 
expenses  would  be  too  great  to  meet  competition.  Or  a 
location  may  be  chosen  too  far  from  the  right  labor  mar¬ 
ket  or  where  the  high  cost  of  incoming  or  outgoing  freight 
adds  too  much  to  costs  of  production  or  distribution. 

The  status  of  the  money  market  must  also  be  care¬ 
fully  considered.  The  low  value  of  the  dollar,  as  well  as 
the  unprecedented  expansion  of  trade,  v/as  an  important 
factor  to  consider  during  the  boom  period  following  the 
World  War.  Then  high  building  costs  made  it  inadvis¬ 
able  for  some  new  concerns  to  proceed  with  their  build¬ 
ing  plans;  on  the  other  hand,  rising  prices,  together  with 
other  considerations,  made  the  time  propitious  for  some 
lines  to  rush  thru  additional  buildings  and  reach  out 
after  attractive  profits.  This  was  especially  the  case  with 
concerns  which  had  a  large  amount  of  working  capital  on 
hand,  and  particularly  was  it  the  case  where  costs  per 
unit  of  product  were  low  in  relation  to  selling  prices. 

Probably  more  necessary  to  know  than  all  other 
points  enumerated  for  investigation  is  the  matter  of 
costs. 
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Altho  of  late  years  great  strides  have  been  made  in 
cost  accounting,  still  many  who  seek  to  go  into  business 
have  a  startling  misconception  of  the  costs  of  doing  busi¬ 
ness.  Thoro  investigation  of  costs  should  never  be 
neglected.  The  man  who  does  not  know  his  costs  to-day 
is  lost.  An  automobile  manufacturer  thought  that  he 
was  making  about  $200  on  each  machine  that  left  his 
plant.  But  his  business  went  into  a  receivership.  A  cost 
expert  was  called  in.  He  found  that  there  had  been  an 
actual  loss  of  nearly  $100  on  each  machine,  instead  of  a 
profit  of  $200.  The  product  had  been  underpriced.  Sales 
were  very  good,  but  the  greater  the  sales  were,  the  greater 
was  the  loss! 

Investigation  of  the  Location.  Location  is  not  always 
given  proper  consideration.  A  new  tractor-manufactur¬ 
ing  company  was  started  in  a  small  out-of-the-way  town. 
A  fine  plant  was  erected.  But  this  business  has  always 
been  seriously  handicapped  by  an  inadequate  labor  sup¬ 
ply  and  by  a  high  cost  of  incoming  materials,  altho  the 
location  is  in  the  middle  of  a  relatively  good  sales  market 
for  tractors.  All  angles  of  the  location  problem  were  not 
investigated.  Executive  Problem  34  supplied  experience 
in  analyzing  all  the  factors  that  enter  into  the  choice  of  a 
location. 

All  angles  of  each  important  factor  must  be  investi¬ 
gated  in  planning  to  start  a  new  business. 

Retail  stores  need  to  analyze  the  character  of  the 
neighborhood,  the  tendency  of  change  in  the  zones  of 
population,  the  sales  possibilities  in  various  locations, 
etc.  They  need  to  determine  what  is  the  per  capita 
wTealth,  the  nationalities  and  the  buying  habits  of  the 
majority  of  the  people,  the  density  of  the  population,  the 
nature  of  the  competition,  etc. 

Wholesale  houses  have  to  consider  the  scope  of  their 
territories  and  the  character  of  their  dealers  and  of  their 
competition;  while  manufacturing  concerns  must  watch 
especially  such  factors  as  proximity  to  raw  supplies, 
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transportation  facilities,  and  the  local  supply  of  the 
skilled  and  unskilled  labor.  In  short,  every  new  business, 
before  it  locates,  must  consider  every  angle  of  its  loca¬ 
tion  problem,  carefully  weighing  advantages  against  dis¬ 
advantages,  and  striving  to  select  the  location  that  gives 
it  the  maximum  of  advantage. 

The  importance  of  this  is  indicated  by  the  emphasis 
placed  upon  securing  the  best  location  by  such  companies 
as  the  United  Cigar  Stores  Company;  the  F.  W.  Wool- 
worth  Company;  the  meat-packing  houses,  who  locate 
their  abattoirs  where  large  cattle  receipts  are  assured; 
and  the  fruit-packing  companies,  who  locate  where  an 
ample  fruit  supply  is  at  their  doors. 

Investigation  Aims  to  Prevent  Losses.  If  a  manufactur¬ 
ing  concern  makes  use  of  the  products  of  the  farm,  such 
as  certain  vegetables  or  grains,  proximity  to  farm  terri¬ 
tory  that  produces  those  products  is  desirable.  Also,  in 
buying  from  farmers,  the  need  of  ample  financing  is  ap¬ 
parent,  because  the  farmers  like  to  get  cash  for  their 
products.  The  need  for  adequate  banking  connections  is 
obvious. 

The  best  time  for  launching  a  new  enterprise  should 
also  be  considered.  If  the  enterprise  is  subject  to  sea¬ 
sonal  fluctuations  in  demand  for  its  product,  it  is  wise 
to  get  going  in  time  to  take  advantage  of  selling  for 
delivery  during  the  busy  season.  If  a  general  depression 
of  industry  is  aproaching,  it  may  be  wise  to  wait  until 
just  before  the  beginning  of  recovery  to  start  the  busi¬ 
ness,  as  explained  in  Executive  Manual  3. 

Thoro  investigation  of  all  factors  that  affect  the 
prospects  of  a  new  business  may  save  it  from  con¬ 
siderable  loss,  and  even  from  failure. 

While  only  the  principal  factors  to  be  investigated  were 
outlined  above,  many  other  special  factors  are  to  be  con¬ 
sidered  in  various  industries.  Thoro  knowledge  of  the 
particular  business  to  be  started  is  necessary  in  order  to 
be  able  to  analyze  all  the  important  factors  to  be  investi- 
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gated  in  that  business.  The  rule  to  follow  is  to  make  the 
investigation  as  far-reaching  as  possible. 

FORM  OF  ORGANIZATION - SECOND  STEP  IN  PLANNING 

After  all  of  the  preliminary  investigations  have  been 
made,  it  is  then  time  to  consider  the  form  of  organization. 

The  usual  forms  of  organization  are  the  following: 

1.  The  individual  proprietorship. 

2.  The  partnership. 

3.  The  corporation. 

4.  The  business  trust. 

Let  us  here  consider  each  of  these  forms  of  business 
organization  with  a  view  toward  developing  ability  to 
make  a  choice  of  the  best  form  of  organization  for  any 
particular  business  and  under  a  given  set  of  conditions. 
Much  depends  upon  having  the  right  sort  of  organization 
to  meet  the  exigencies  that  arise. 

The  Individual  Proprietorship.  The  individual  propri¬ 
etorship  is  the  simplest  type  of  business  organization.  It 
is  the  business  owned  by  one  man' and  not  incorporated. 
There  are  advantages  and  disadvantages  in  this  form  of 
organization  which  every  executive  should  understand. 

An  individual  can  establish,  operate,  and  retire  from 
any  kind  of  business  without  any  legal  formalities  other 
than  keeping  the  contracts  he  makes.  Thus  an  individual 
proprietorship  can  be  established  easily  and  quickly. 
The  owner  of  the  business  takes  all  the  risk  of  loss  in 
operating  his  enterprise,  and  he  reaps  all  the  profit. 

When  emergencies  arise,  the  individual  proprietor  can 
act  at  once,  without  consulting  anyone  else.  This  advan¬ 
tage  of  prompt  action  often  saves  many  dollars.  The 
individual  proprietor  also  can  most  effectively  keep  his 
business  secrets  from  the  rest  of  the  world. 

Freedom  of  action  and  undivided  control  are  gener¬ 
ally  considered  to  be  the  chief  advantages  of  the 
individual  proprietorship. 

The  sole  owner  is  truly  an  independent  business  entity. 
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He  bears  alone  the  responsibility  for  the  success  or  failure 
of  the  enterprise.  But  as  the  business  grows,  he  may  find 
difficulty  in  inducing  good  men  to  enter  his  employ  or 
men  whom  he  has  developed  to  remain  with  him,  because 
they  cannot  expect  ever  to  have  a  share  in  the  ownership 
of  the  business  so  long  as  it  remains  an  individual  pro¬ 
prietorship. 

What  about  perpetuation  of  the  business  in  case  of  the 
owner’s  death?  Many  difficulties  may  arise  from  this 
exigency,  which  may  threaten  the  life  of  the  business. 
Investigation  has  proved  that  many  promising  one-man 
businesses  have  been  closed  out  entirely  because  it  was 
not  possible  to  find  a  successor  satisfactory  to  all  those 
concerned — creditors,  bankers,  customers,  heirs,  and  rela¬ 
tives. 

What  about  temporary  absence  of  the  owner?  Can 
someone  be  trained  to  perform  his  duties  and  be  made  to 
realize  properly  the  responsibility?  An  Eastern  manu¬ 
facturer  wffio  had  been  called  to  Europe  on  business  re¬ 
ceived  there  a  cable  urging  his  immediate  return.  Prior 
to  his  absence,  the  business  had  been  under  his  sole  direc¬ 
tion  and  domination.  During  his  absence,  friction  and 
lack  of  confidence  arose  which  threatened  general  disaster. 
He  arrived  home  too  late  to  pull  his  business  out  of  its 
difficulties  without  a  very  large  loss. 

Often,  too,  a  business  organized  as  an  individual  pro¬ 
prietorship  is  restricted  in  its  growth.  It  lacks  the  coun¬ 
sel  of  a  number  of  men  vitally  interested  in  it,  and  thus 
is  likely  to  suffer  from  the  absence  of  sufficient  executive 
leadership  to  insure  its  growth.  Furthermore,  it  may  lack 
adequate  capital  for  its  fullest  development,  if  its  owner 
is  not  a  man  of  wealth.  But  it  appears  to  be  true  that — 
The  main  disadvantage  of  an  individual  proprietor¬ 
ship  is  its  inability  to  carry  on  in  the  event  of  the 
absence  or  death  of  the  owner. 

Very  few  large  or  permanent  businesses  are  organized 
as  individual  proprietorships,  altho  the  ease  of  organiza- 
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lion  and  the  freedom  of  the  individual  owner  to  operate 
his  business  as  he  pleases  make  this  form  of  organization 
attractive  particularly  to  many  small  business  concerns. 
Other  advantages,  and  especially  other  disadvantages,  of 
an  individual  proprietorship  will  be  evident  as  we  pro¬ 
ceed  to  consider  other  forms  of  business  organization. 

The  Partnership  Form  of  Organization.  In  considering 
the  partnership  type  of  organization,  it  is  essential  for 
each  one  who  contemplates  entering  a  partnership  to 
have,  at  the  outset,  a  very  definite,  not  to  say  intimate, 
knowledge  of  all  his  prospective  partners,  because — - 

Partnerships  impose  heavy  obligations  on  each  mem¬ 
ber,  for  each  one  is  liable  for  all  of  the  indebtedness 
of  the  firm. 

A  man  in  Missouri  entered  a  partnership  in  the  stone 
business.  His  partner  was,  he  supposed,  his  best  friend. 
He  invested  heavily  and  spent  much  of  his  time  traveling 
as  a  salesman  for  the  business.  He  paid  little  attention 
to  the  inside  management  of  the  business.  His  partner 
was  supposed  to  attend  to  that,  for  he  had  had  consider¬ 
able  experience  in  this  line.  In  less  than  one  year,  how¬ 
ever,  this  business  became  insolvent  thru  mismanage¬ 
ment  by  the  inside  partner,  and  the  traveling  partner  had 
to  sell  his  home  and  use  up  every  cent  of  his  estate  in 
squaring  up  obligations  incurred  by  his  colleague — be¬ 
cause  each  partner  in  a  partnership  is  legally  liable  for 
all  debts  incurred  by  the  partnership  to  the  full  extent 
of  his  ability  to  pay. 

The  fact  that  a  partnership  is  dissolved  by  operation 
of  law  upon  the  death  of  one  of  the  partners  is  also  a 
great  disadvantage,  for  the  perpetuity  of  a  business  or¬ 
ganization  is  one  of  its  most  desirable  attributes.  On  the 
other  hand — 

A  partnership  .obviously  makes  it  possible  to  combine 
the  ability  and  the  capital  of  men  who  are  directly 
and  vitally  interested  in  the  welfare  of  an  organiza¬ 
tion. 


THE  SOLE  PROPRIETORSHIP 

Adapted  to: 

Advantages 

Disadvantages 

Small  businesses  of  all 
kinds. 

Physicians  and  others 
giving  a  distinctly  per¬ 
sonal  service. 

Men  of  great  wealth 
whose  business  is  with 
the  investment  and 
management  of  their 
funds. 

Easy  to  start. 

Simple  in  operation. 
Economical  for  cash 
business. 

Free  from  legal  restric¬ 
tions. 

Gives  opportunity  to 
learn  all  phases  of  bus¬ 
iness. 

Limited  capital. 
Limited  management. 
Limited  life. 

THE  PARTNERSHIP 

Adapted  to: 

Advantages 

Disadvantages 

Lawyers. 

Accountants. 

Engineers. 

Stock  and  bond  brok¬ 
ers. 

Underwriters. 

Small  and  medium¬ 
sized  businesses. 

Easy  to  start. 

Simple  in  operation. 

Few  legal  restrictions. 
High-quality  men  can 
be  attracted  to  share 
in  management. 

limited  capital. 
Unlimited  liability. 
Danger  of  undesirable 
partners. 

LIncertainty  of  dura¬ 
tion. 

Danger  to  business  on 
death  or  withdrawal 
of  a  partner. 

THE  CORPORATION 

Adapted  to: 

Advantages 

Disadvantages 

Nearly  all  medium  and 
large  sized  organiza¬ 
tions — social,  govern¬ 
mental,  or  business. 

Limited  liability. 
Raising  large  sums  for 
capital. 

Ease  in  transferring 
property  rights  or  in 
changing  management. 
Business  not  affected 
by  death  or  withdraw¬ 
al  of  members. 

Powers  limited  by  law. 
Governmental  restric¬ 
tions. 

Temptation  to  man¬ 
agement  to  disregard 
interests  of  investor. 
Heavier  taxation. 

THE  BUSINESS  TRUST 

Adapted  to: 

Advantages 

Disadvantages 

Ability  to  get  high- 
grade  management. 
Ease  in  transferring 
property  rights. 
Business  not  affected 
by  death  or  with¬ 
drawal. 

Freedom  from  regula¬ 
tory  restrictions. 

Investor  may  have  no 
voice  in  management. 
Uncertainty  as  to  pre¬ 
sent  status  and  future 
development  with  re¬ 
gard  to  legal  aspects. 

Real  estate  projects. 
(Growing  in  favor  with 
other  lines  of  business.) 

Figure  1.  Forms  of  organizations  compared. 
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Yet,  once  a  person  has  entered  into  a  partnership,  he 
cannot  sell  his  interest  without  the  consent  of  all  the 
other  partners.  Furthermore,  when  a  partnership  is  sued, 
the  suit  is  entered  against  all  of  the  partners  as  individ¬ 
uals  and  not  against  the  partnership  as  a  unit.  The  lia¬ 
bility  of  one  partner  is  the  liability  of  all. 

There  are,  however,  limited  partnerships,  in  which  one 
or  more  of  the  partners  have  invested  their  money  but 
take  no  active  part  in  the  business,  and  these  limited 
partners  are  liable  only  for  the  amount  of  their  invest¬ 
ment.  Their  liability  is  “limited.” 

It  is  important  to  remember,  however,  that — 

A  limited  partner’s  freedom  from  liability  for  the 
debtsi  of  a  partnership  is  secured  only  by  accurate 
compliance  with  very  strict  statutory  laws. 

Many  men  who  have  gone  into  limited  partnerships  as 
limited  partners  have  found  themselves  fully  liable  for 
debts  incurred  by  the  partnership  because  of  failure  to 
comply  with  all  the  requirements  of  the  statute  law 
which  governs  the  organization  of  a  limited  partnership. 

The  partnership  has  proved  a  satisfactory  form  of  or¬ 
ganization  with  many  successful  concerns;  but  it  has  few 
advantages  over  the  corporate  form  of  organization  and 
several  disadvantages  in  comparison,  as  we  shall  see.  The 
present-day  tendency  is,  and  has  been  for  some  time, 
away  from  the  partnership  form  of  organization. 

The  Corporate  Form  of  Organization.  The  corporation  is 
the  most  generally  used  type  of  business  organization, 
except  among  very  small  concerns. 

A  corporation  is  a  legal  entity;  that  is,  it  can  make 
contracts,  sue  and  be  sued  just  as  tho  it  were  an  indi¬ 
vidual  person.  It  has  continuity  of  life ;  that  is,  a  change 
in  ownership  does  not  necessitate  dissolution,  as  is  the 
case  in  a  partnership.  The  liability  of  the  owners  is 
limited  to  the  amount  of  their  investment.  This  is  a 
great  advantage  over  the  partnership. 
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The  directors  of  a  corporation  are  elected  by  the  stock¬ 
holders.  The  administrative  officers  of  a  corporation  are 
elected  by  the  directors.  The  directors  are  all  investors 
in  the  corporation  and  therefore  take  a  keen  interest  in 
the  corporation’s  affairs;  they  are  responsible  for  the  effi¬ 
ciency  of  those  they  elect  to  manage  the  business. 

“Blue  Sky”  Laws.  Because  of  the  limited  liability  of 
shareholders  in  a  corporation  and  the  fact  that  individ¬ 
uals  may  invest  small  amounts,  this  form  of  organization 
makes  it  relatively  easy  to  raise  capital  for  a  business. 

Abuse  of  this  easy  means  of  raising  capital,  thru  selling- 
stock  in  the  corporation,  has  led  nearly  all  states  to  enact 
what  are  known  as  “Blue  Sky”  laws.  These  laws  are  de¬ 
signed  to  protect  the  investor.  They  do  this,  as  a  rule, 
by  requiring  full  information  from  which  the  value  of  the 
securities  may  be  determined,  to  be  placed  on  file  for 
public  reference  in  the  office  of  a  state  official.  They 
classify  securities  based  upon  the  degree  of  risk  of  loss 
that  will  be  incurred  by  those  who  buy  them,  and  require 
this  class  to  be  stated  on  all  printed  announcements  of 
securities  offered  for  sale.  They  prohibit  the  sale  of 
securities  where  the  issuers  refuse  to  comply  with  the 
“Blue  Sky”  law  requirements. 

“Blue  Sky”  laws  usually  embrace  all  kinds  of  securities. 
The  Ohio  law,  for  example,  covers  stocks,  bonds,  deben¬ 
tures,  collateral  stock  or  trust  certificates,  or  other  similar 
instruments  evidencing  title  to  or  interest  in  property. 

Valid  conveyances  of  real  estate,  and  mortgage  bonds 
and  notes  secured  by  mortgage  on  real  estate,  securities 
of  quasi-public  corporations  authorized  by  the  state  pub¬ 
lic-service  commission,  are  exempt  from  regulation  in 
Ohio.  Stocks  or  obligations  of  national  and  state  banks, 
and  of  trust  companies  subject  to  examination  by  the 
state  authorities,  are  also  exempt  in  Ohio. 

All  information  having  to  do  with  the  proposed  sale 
of  securities  which  are  not  exempt  in  Ohio  must  be  filed 
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with  the  commissioner  of  securities  and  application  must 
be  made  to  him  for  a  license  to  sell.  The  filing  fee  is  $5. 
The  penalty  for  failing  to  follow  the  provisions  of  the 
act  is  fine  and  imprisonment.  In  addition  to  the  filing 
fee,  an  annual  fee  of  $50  and  an  agent’s  annual  registra¬ 
tion  fee  of  $5  are  assessed. 

Such  are  some  of  the  special  features  of  the  “Blue  Sky” 
laws  of  Ohio.  There  is,  however,  considerable  lack  of 
uniformity  as  between  the  “Blue  Sky”  laws  of  the  various 
states.  Therefore,  the  organizers  of  a  company  need  to 
know  these  laws  for  the  particular  state  or  states  in  which 
they  plan  to  sell  their  securities. 

In  the  major  section  of  this  training  service  that  deals 
with  organization  and  reorganization,  particularly  Exec¬ 
utive  Manuals  86,  87,  and  88,  we  shall  have  a  full 
explanation  and  comparison  of  the  various  types  of  busi¬ 
ness  organization.  Enough  is  here  presented  about  the 
several  types  or  forms  of  organization  to  indicate  that 
before  deciding  on  the  form  of  organization  for  a  new 
business,  careful  consideration  should  be  given  to  the 
advantages  and  disadvantages  of  each  possible  form. 

The  Business  Trust.  In  recent  years,  another  form  of 
business  association  has  come  to  the  front.  It  is  known 
under  several  names  such  as  the  voluntary  association, 
the  common  law  company,  the  common  law  corporation, 
the  common  law  trust;  also  as  the  Massachusetts  Trust, 
for  it  was  in  Massachusetts  that  this  form  of  organiza¬ 
tion  first  came  into  prominence  in  the  United  States, 
altho  it  is  based  upon  old  and  well-established  principles 
of  law. 

The  trust  form  of  organization  enjoys  many  of  the 
main  advantages  belonging  to  corporations  without 
incurring  the  restrictions  and  regulations  commonly 
imposed  by  law  upon  corporations. 

In  a  business  organized  under  this  plan,  all  the  prop¬ 
erty  of  the  business  is  conveyed  to  trustees  who  control 
the  property  and  bind  themselves  by  a  trust  agreement, 
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called  a  “declaration  of  trust,”  to  conduct  the  business 
according  to  the  provisions  of  the  trust  agreement  and 
to  distribute  the  income  thereof  among  the  beneficiaries 
in  accordance  with  its  terms.  Trust  certificates  are 
issued  and  sold  and  are  transferable  in  much  the  same 
way  as  certificates  of  stock  in  a  corporation. 

A  business  trust  is  comparatively  easy  to  organize  and 
is  generally  free  from  the  tax  burdens  imposed  upon 
corporations  and  from  the  publicity  which  is  attached 
to  the  corporate  form  of  organization. 

Precautions  must  be  taken  in  drafting  the  declaration 
of  trust  to  provide  for  limited  liability.  The  legal  status 
of  this  aspect  of  a  business  trust  is  still  far  from  settled. 
Furthermore,  no  one  knows  what  the  future  holds  in 
the  way  of  regulatory  statutes  which  will  make  this  form 
of  organization  less  desirable  than  it  is  at  present. 

The  organizers  of  any  business  need  to  consider  both 
present  and  possible  future  advantages  and  disadvan¬ 
tages  of  the  four  different  types  of  organization. 

ESTIMATING  CAPITAL  REQUIREMENTS - THIRD  STEP 

IN  PLANNING 

When  the  proposed  business  has  been  thoroly  investi¬ 
gated  and  found  to  offer  prospects  of  satisfactory  returns 
to  the  owners,  not  only  must  the  type  of  organization 
most  suitable  be  determined,  but  also  careful  attention 
must  be  given  to  the  amount  of  capital  needed  to  get 
the  business  under  way  and  to  carry  it  to  the  point 
where  it  becomes  self-supporting. 

Most  businesses  turn  out  standardized  products.  A 
desk  factory,  for  example,  puts  out,  say,  four  different 
styles  of  desks.  The  management  should  know  just  how 
much  material  and  labor  will  be  required  to  make  each 
type  of  desk  and  the  overhead  cost. 

Then,  what  about  sales?  Selling  costs  must  be  esti¬ 
mated  as  accurately  as  possible. 

Then  the  amount  of  capital  needed  can  be  determined. 
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The  probable  volume  of  sales,  and  therefore  of  output 
of  the  product,  determines  the  money  needed  for  equip¬ 
ment  and  tools. 

In  determining  the  total  capital  requirements,  let  us 
remember  that — 

Overestimation  of  the  amount  of  capital  needed  may 
be  as  serious  a  mistake  as  underestimation. 

In  many  cases,  failure  comes  from  overestimating 
probable  sales.  These  matters  are  discussed  more  fully  a 
little  further  on. 

In  cases  where  production  is  limited  to  special  orders, 
as  in  many  machine  shops,  the  cost  of  filling  the  orders 
must  be  estimated  separately  as  they  come  in.  Each 
order  will  be  different  as  to  cost  of  production,  and  pos¬ 
sibly  as  to  terms  of  payment  and  the  promptness  with 
which  the  customer  pays. 

But  whether  production  is  highly  standardized  or  lim¬ 
ited  to  special  orders,  enough  and  not  too  much  capital 
must  be  provided  to  take  care  of  efficient  production 
and  sales.  This  requires  accurate  estimates  of  sales 
volume  and  of  costs.  Budgeting  sales  and  expenses  will 
be  taken  up  in  detail  when  we  come,  later,  to  the  study 
of  accounting  and  statistical  control. 

The  Basis  of  Capitalization.  Shall  we  incorporate  our 
business  for  $100,000  or  for  $500,000?  How  determine 
the  capitalization?  That  is,  how  estimate  the  total  of 
capital  stock  to  be  made  available  for  sale  to  investors? 

There  are  three  bases  for  determining  the  method  of 
capitalizing  a  business  organization. 

One  basis  is  the  net  worth  of  the  concern.  In  the 
case  of  a  new  concern,  net  worth  would  be  the  actual 
investment  by  the  owners  and  in  the  case  of  a  going 
concern,  it  would  mean  the  investment  plus  any  accumu¬ 
lation  of  earnings  such  as  is  shown  in  the  surplus  or 
profit  and  loss  accounts.  This  basis  of  capitalization 
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recognizes  only  the  actual  investment  of  funds  in  the 
business. 

Another  basis  of  capitalization  is  the  replacement 
value  of  all  the  property  and  equipment  owned  by  the 
firm.  Tools,  equipment,  and  buildings  owned  are  valued 
not  at  what  they  originally  cost  but  at  what  it  would 
cost  to  replace  them  to-day  if  it  were  necessary  to  go 
into  the  open  market  and  purchase  them.  The  books 
show  the  property  at  its  original  cost,  but  a  change  in 
financial  conditions  may  make  that  property  much  more, 
or  less,  valuable  than  the  so-called  “book  value.” 

A  third  basis  of  capitalization  is  earning  power,  and 
Earning  power  is  the  real  measure  by  which  the  suc¬ 
cess  of  any  going  business  can  be  gauged. 

Care  must  be  taken  to  make  sure  that  the  earning 
power  used  as  the  basis  for  capitalization  does  not  come 
from  unusual  or  temporary  causes. 

How  long  have  these  earnings  been  maintained?  That 
question  comes  instantly  into  the  mind  of  a  prospective 
purchaser  of  capital  stock  when  a  going  concern’s  earn¬ 
ings  are  placed  before  him  as  evidence  of  fair  capitaliza¬ 
tion  of  the  business.  He  wants  to  know  whether  the 
earnings  are  normal,  or  whether  any  unusual  factors 
have  contributed  toward  swelling  them  abnormally.  He 
also  w'ants  to  know  the  probability  of  change  in  earnings 
in  years  to  come,  and  what  the  change  will  likely  be. 
In  this  connection,  it  is  well  to  remember  that— 

Future  earnings  rest  essentially  upon  future  sales 
volume,  which  rests  largely  on  good  will  or  the  fa¬ 
vorable  attitude  of  customers  toward  the  business. 

Normal  earning  power  maintained  over  a  period  of 
years  is  a  fair  basis  for  determining  the  amount  of  capi¬ 
talization.  If,  for  example,  a  business  earns  an  annual 
average  of  $100,000  of  net  profits  over  a  ten-year  period, 
it  would  be  fair  to  capitalize  that  business  at,  say, 
$1,000,000.  Thus  its  earnings  on  capital  invested  would 
be  at  the  rate  of  10  per  cent  a  year. 
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This  basis  of  capitalization — earning  power — cannot 
be  used  in  starting  a  new  business,  unless  conditions  are 
such  as  to  make  possible  an  estimate  of  earnings  which 
would  closely  approximate  actual  earnings  during  the 
first  years  of  the  life  of  the  company. 

For  both  new  and  old  business  concerns,  the  best  basis 
of  capitalization  lies  in  a  combination  of  the  bases  above 
explained,  giving  more  weight  to  earnings  and  to  replace¬ 
ment  values  in  the  going  concern  and  more  weight  to 
cost  value  in  the  new  concern. 

Other  aspects  of  capitalizing  a  business  will  be  cov¬ 
ered  in  Part  III  following. 


STARTING  A  NEW  BUSINESS 
Part  III 

Forms  and  Classes  of  Capital 

THERE  are  various  forms  and  classes  of  capital  with 
which  every  executive  should  be  familiar,  such  as 
owned  and  borrowed  capital;  short  and  long  term 
loans;  common,  preferred,  and  founder’s  stocks;  vari¬ 
ous  classes  of  bonds;  etc.  It  is  necessary  not  only  to 
know  what  are  the  various  forms  and  classes  of  capital 
employed  in  financing  a  business,  but  also  to  understand 
the  particular  uses  of  each  form  and  class. 

Owned  and  Borrowed  Capital.  In  considering  any  plan 
of  capitalization,  distinction  must  be  made  between 
owned  and  borrowed  capital.  This  distinction  is  easily 
recognized  in  the  case  of  the  individual  proprietorship 
or  the  partnership.  But  in  the  case  of  the  corporation 
it  is  not  so  easy  to  draw  a  sharp  line  between  owned  and 
borrowed  capital. 

All  accounts  on  the  liability  side  of  the  balance  sheet 
are  obligations  of  the  corporation  as  a  legal  entity.  The 
capital  stock  represents  the  obligation  of  the  corpora¬ 
tion  to  the  stockholders,  altho  the  capital  represented 
by  stock  is  considered  as  owned  by  the  corporation. 

The  stockholders  are  the  owners  of  the  business;  yet, 
from  the  point  of  view  of  the  corporation  itself,  their 
money  invested  in  the  business  is  used  by  the  corpora¬ 
tion  in  much  the  same  way  as  money  borrowed  by  the 
sale  of  bonds.  The  essential  difference  lies  in  the  fact 
that  in  the  event  that  the  corporation  is  dissolved,  the 
money  invested  by  stockholders  is  paid  back  last  of  all 
if  there  is  anything  left  after  paying  all  other  obliga¬ 
tions;  furthermore,  all  expenses  of  operating  a  business, 
including  interest  on  borrowed  funds,  must  be  provided 
for  before  dividends  can  legitimately  be  paid  on  stock. 
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Priority  of  claim  on  the  assets  of  a  business  and  on 
its  income  is  the  principal  basis  in  classifying  owned 
and  borrowed  capital. 

Methods  of  Borrowing  Capital.  Often,  when  an  indi¬ 
vidual  finds  that  he  needs  more  capital  for  use  in  adding 
to  his  plant  and  equipment,  or  in  order  to  have  sufficient 
capital  for  properly  starting  a  new  business,  he  has  either 
to  take  in  a  partner  or  to  incorporate  his  business  and 
sell  capital  stock.  He  may  not  be  able  to  borrow  for  fixed 
capital  needs.  In  the  case  of  an  existing  partnership, 
another  partner  may  have  to  be  added. 

If  a  partner  is  added,  he  will  have  a  share  in  the 
profits  in  proportion  to  his  ownership  interest  in  the 
business.  But  if  the  business  is  incorporated,  and  is  large 
enough,  it  may  raise  capital  advantageously  by  issuing 
bonds,  the  bondholders  receiving  a  stipulated  rate  of 
interest.  This  interest,  in  a  successful  business,  is  usually 
a  smaller  return  on  the  money  invested  than  the  return 
to  the  stockholders,  or  owners,  on  their  investment. 
Furthermore,  the  bondholders  have  no  control  over  the 
management  of  the  business,  other  than  holding  the 
management  to  prompt  payment  of  the  interest  on  their 
bonds  and  the  payment  of  the  principal  at  maturity. 
How  the  bonds  are  secured  against  default  in  these  pay¬ 
ments  will  be  explained  later.  In  return  for  this  security, 
the  bondholder  accepts  a  relatively  low  return  on  his 
investment  and  has  no  voice  in  the  management  of  the 
business.  Thus — 

Raising  money  thru  a  long-time  loan,  as  by  an  issue 
of  bonds,  has  advantages  over  adding  a  partner  or 
selling  stock;  it  does  not  require  the  sharing  of 
profits  in  proportion  to  the  investment  or  the  sharing 
of  control  in  managing  the  business. 

Year  by  year  it  becomes  easier  to  borrow  thru  an 
issue  of  bonds  offered  for  sale  to  the  general  public. 
Savings  of  the  people  are  increasing.  Savings  banks 
and  many  individual  investors  desire  the  safety  and  the 
cure  returns  they  get  by  investing  their  funds  in  bonds. 
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As  the  aggregate  of  the  savings  of  all  the  people  grows, 
a  larger  and  larger  market  for  bonds  is  created. 

The  various  kinds  of  bonds  that  may  be  issued  by  a 
business  in  long-term  borrowing  will  be  explained  later. 
Let  us  first  take  up  the  important  matter  of  short-term 
borrowing  in  financing  a  business. 

SHORT-TERM  BORROWING 

All  borrowing  is  classified  as  short  or  long  term.  Short¬ 
term  borrowing  is  usually  for  a  period  that  is  not  to 
exceed  six  months,  but  there  is  no  absolutely  fixed  period 
of  time  by  which  short-term  borrowing  can  be  distin¬ 
guished  from  long-term  borrowing. 

A  manufacturer  may  go  to  his  bank  and  secure  a  loan 
with  which  to  buy  raw  material  that  is  to  be  turned  into 
a  finished  product.  The  length  of  time  required  to 
manufacture  the  product,  make  the  sale,  and  receive  the 
cash  from  the  buyer  will  be  the  term  of  the  commercial 
credit.  This  period  of  time  may  extend  over  a  year  and 
still  be  considered  short-term  borrowing. 

Forms  of  Short-Term  Borrowing.  Notes,  acceptances, 
and  accounts  payable  are  the  principal  forms  or  methods 
of  short-term  borrowing. 

Notes  may  be  classified  as — 

1.  Merchandise  notes. 

2.  Notes  discounted  at  the  bank. 

3.  Notes  sold  to  the  public. 

1.  Merchandise  notes  are  promissory  notes  given  by 
the  buyer  to  the  seller.  They  usually  run  from  thirty 
to  ninety  days,  according  to  the  custom  of  the  particular 
line  of  business.  They  are  given  to  cover  purchases  at 
the  time  of  purchase,  and  are  also  often  given  to  cover 
accounts  due  but  not  paid.  Many  businesses  are  con¬ 
ducted  to  a  large  extent  on  this  class  of  financing. 

2.  A  business  may  borrow  by  giving  notes  to  its  bank. 
This  form  of  borrowing  is  employed  in  three  ways: 

(a)  To  finance  a  temporary  shortage  of  funds,  as  in  the  case 
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Figure  2.  Kinds  of  short-term  borrowing. 
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of  a  fire,  or  extraordinary  demand  for  cash  due  to  season¬ 
able  buying,  as  in  the  grain  business. 

(b)  To  buy  salable  goods,  the  income  from  the  sale  of  which 
will  pay  off  the  notes. 

(c)  To  finanefe  a  business  during  the  period  of  credit  extended 
to  a  customer. 

3.  Some  large  firms  that  need  sums  of  cash  to  carry 
on  their  business  most  advantageously,  make  out  notes 
which  they  sell  to  note  brokers,  who  in  turn  may  sell 
them  to  bankers  thruout  the  country.  The  business 
reputation  of  the  borrower  must  be  well  established  in 
order  advantageously  to  sell  his  notes  to  the  public. 

Notes  sold  to  the  public  are  not,  as  a  rule,  issued  for 
ordinary  short-term  borrowing  purposes,  but  are  often 
issued  in  place  of  an  issue  of  long-term  bonds,  so  that 
the  long-term  bonds  may  be  issued  later  when  more 
favorable  terms  (a  lower  rate  of  interest)  will  be  attrac¬ 
tive  to  the  buyers.  Notes  sold  to  the  public  are  also 
sometimes  issued  for  the  financing  of  some  new  branch 
of  an  established  business,  which  it  is  hoped  will  prove 
sufficiently  profitable  to  enable  the  company  to  pay  off 
the  notes  when  they  mature. 

These  notes  sold  to  the  public  mature  and  the  prin¬ 
cipal  is  payable  anywhere  from  one  to  five  years  after 
the  date  of  issue.  They  are  usually  sold  to  the  public 
thru  stock  and  bond  houses. 

Trade  and  Banker’s  Acceptances.  Another  form  of 
short-term  borrowing  is  thru  the  use  of  trade  acceptances 
and  banker’s  acceptances. 

The  trade  acceptance,  tho  similar  to  the  note,  is  more 
specific  in  that  it  gives  written  evidence  of  the  sale  of 
goods.  The  buyer  of  the  goods  writes  his  acceptance 
of  the  validity  of  the  note  across  the  face  of  it. 

The  trade  acceptance,  which  indicates  a  specific  obli¬ 
gation  definitely  accepted  as  such  by  the  buyer,  can  be 
readily  discounted  at  the  bank.  Its  use  as  a  means  of 
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promptly  securing  the  proceeds  from  the  sales  is  growing. 
It  will  be  more  fully  explained  later. 

There  are  also  banker’s  acceptances.  They  are  similar 
to  the  trade  acceptance  in  that  they  are  drawn  for  a 
short  period  and  are  evidence  of  a  commercial  trans¬ 
action.  Briefly,  the  banker’s  acceptance  is  an  acceptance 
of  a  draft  which  the  buyer  arranges  to  have  drawn  on 
his  bank,  in  which  the  bank  agrees  to  pay  the  amount 
of  the  draft  at  a  specified  date  of  maturity.  The  buyer, 
of  course,  settles  with  the  bank  according  to  an  arrange¬ 
ment  made  between  them  before  the  draft  is  accepted 
by  the  bank. 

Open-Account  Borrowing.  The  third  form  of  short-term 
borrowing  is  thru  the  open  accounts  with  wholesalers, 
jobbers,  and  manufacturers.  It  is  employed  in  practi¬ 
cally  every  field  of  business  and  works  out  admirably 
for  financing  purchases  over  the  period  of  time  necessary 
to  dispose  of  the  goods. 

The  giving  of  merchandise  notes  by  the  buyer  may 
not  always  be  required  by  the  seller.  A  wholesaler, 
for  example,  usually  allows  his  customer  the  choice  of 
two  terms  of  settlement.  The  buyer  may  either  pay 
the  full  amount  of  the  invoice  for  the  goods  at  the  end 
of  thirty,  sixty,  or  ninety  days,  according  to  the  terms 
fixed  by  the  wholesaler,  or  the  buyer  may  be  allowed  by 
the  seller  to  deduct  a  specified  sum  from  the  bill  for 
payment  within,  say,  ten  days  after  the  goods  have 
been  shipped. 

It  is  plain  that — 

Credit  extended  on  open  account  (without  requiring 
notes  to  be  given)  is  one  form  of  borrowed  capital  as 
surely  as  if  notes  or  other  specific  evidence  of  indebt¬ 
edness  were  given. 

Short-term  borrowing  in  general,  whether  it  takes  the 
form  of  notes,  acceptances,  or  some  other  means,  is 
usually  for  the  purpose  of  providing  against  a  temporary 
shortage  of  funds. 
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Short-term  borrowing  (except  notes  sold  to  the  pub¬ 
lic)  should  be  resorted  to  only  for  the  purpose  of 
meeting  obligations  arising  from  operations  that  pro¬ 
vide  funds  for  paying  off  the  loan  when  due. 

The  legal  aspects  of  notes  and  of  other  short-term 
methods  of  borrowing  will  be  covered  in  the  final  major 
section  of  this  training  service  which  explains  the  legal 
problems  of  business. 

LONG-TERM  BORROWING 

Long-term  borrowing  is  usually  secured  by  a  mortgage 
on  some  fixed  asset,  such  as  real  estate  and  buildings, 
machinery  and  other  equipment,  or  stocks  and  bonds. 

In  case  only  a  small  amount  is  borrowed,  one  party 
can  usually  be  found  who  will  supply  the  entire  loan. 
But  in  case  a  large  amount  is  to  be  borrowed,  such  as 
a  million  dollars  or  more,  it  is  highly  improbable  that 
one  person  can  be  found  who  will  be  willing  to  furnish 
the  whole  sum.  Then  the  loan  must  be  divided  into 
parts,  and  this  is  usually  done  by  issuing  bonds,  which 
are  all  secured  by  the  mortgage. 

There  are  two  parts  to  a  mortgage  which  affect  the 
procedure  of  borrowing  money.  One  is  the  part  which 
conveys  the  property  to  the  person  or  persons  who  loan 
the  money,  or  to  a  trustee  who  represents  the  lenders; 
the  other  is  the  part  which  “bonds”  or  binds  the  bor¬ 
rower  to  repay  the  lender.  In  case  the  borrower  fails 
to  repay  or  fulfill  other  requirements  stated  in  the  mort¬ 
gage,  such  as  payment  of  interest  as  it  falls  due,  the 
lender  is  given  the  right  to  foreclose  the  mortgage  and 
thus  recover  the  money  loaned. 

The  usual  method  when  large  amounts  are  borrowed 
is  to  create  a  trustee,  usually  a  trust  company,  who  holds 
title  to  the  mortgaged  property,  in  behalf  of  the  bond¬ 
holders.  Each  bond  issued  has  its  proportionate  lien  on 
the  property  held  in  trust. 

Nearly  all  long-term  borrowing  is  now  done  by  issuing 
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bonds  as  above  explained.  The  word  “bond”  covers  a 
wide  range  of  securities.  The  modern  business  executive 
should  have  a  good  working  knowledge  of  bonds,  both 
as  means  of  borrowing  and  of  investing  or  lending.  The 
different  kinds  of  bonds  will  be  discussed  in  detail  in 
another  manual. 

Here  at  this  point  let  us  remember  that — 

The  new  or  the  old  business  which  contemplates  long¬ 
term  borrowing  must  plan  ahead  to  make  certain  of 
steady  returns  from  the  ordinary  conduct  of  the  busi¬ 
ness,  sufficient  to  meet  all  obligations  imposed  by  the 
loan. 

The  Banker  as  a  Business  Adviser.  Before  the  method 
of  borrowing  is  determined  upon,  and,  in  fact,  before 
any  important  financial  steps  are  decided,  it  is  usually 
wise  to  discuss  the  matter  in  more  or  less  detail  with 
a  banker. 

Plow  to  choose  a  banker  is  taken  up  in  detail  later. 
Here  we  are  interested  only  in  the  advisability  of  having 
some  one  banker  as  a  business  friend. 

There  was  a  time  when  many  would  have  shaken  their 
heads  dubiously  when  advised  to  consult  a  banker.  But 
to-day  bankers  in  general  are  better  qualified  to  give 
sound  advice  on  financial  matters  to  business  men.  Many 
banks  also  employ  business  experts  who  specialize  in 
giving  sound  practical  advice  to  customers  on  business 
problems  in  general,  as  well  as  on  financial  matters  in 
particular. 

The  banker’s  advice  is  of  great  help  to  the  organizers 
of  a  new  business.  The  banker  wants  to  help  the  new 
business  succeed,  for  it  will  then  in  all  probability  become 
a  profitable  customer  of  the  bank. 

Even  tho  a  banker  cannot,  at  the  time,  see  his  way 
clear  to  lend  money  to  a  business,  he  will  offer  plans 
which,  if  followed,  will  likely  bring  about  improvements 
in  the  business  that  will  later  entitle  it  to  a  loan.  There 
is  never  justification  for  approaching  a  banker  with  a 
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“chip  on  your  shoulder.”  Even  if  a  line  of  credit  is  not 
forthcoming,  it  is  always  well  to  discuss  freely  with  the 
banker  your  plans  and  financial  needs. 

Right  at  the  start  of  a  new  business,  it  is  wise  to — 

Establish  a  banking  connection  and,  once  satisfied 
with  it,  keep  in  frequent  touch  with  one  or  more  of 
the  officers  of  the  bank. 

The  service  of  a  bank  is  circumscribed  by  banking 
laws  and  by  sound  banking  practice.  This  should  be 
remembered  in  adopting  the  right  attitude  toward  banks. 
It  should  also  be  remembered  that  a  banker  is  always 
interested  in  promoting  the  success  of  every  business 
enterprise  in  his  community. 

A  large  gum  manufacturer  early  in  his  career  appealed 
for  financial  help  to  the  vice  president  of  a  Middle- 
Western  bank.  In  accordance  with  sound  banking  prac¬ 
tice,  this  banker  could  not  let  this  manufacturer  have 
the  money  he  wanted  out  of  the  bank’s  funds.  But  the 
banker,  himself  a  good  business  man,  was  nevertheless 
so  favorably  impressed  with  the  enterprise  that  he  per¬ 
sonally  furnished  sufficient  capital  for  his  client  to  go 
ahead.  To-day  that  manufacturer  is  a  director  in  this 
bank,  and  the  banker  is  a  director  in  the  manufacturer’s 
business.  Both  have  greatly  profited  by  their  intimate 
business  relations. 

The  Public  Accountant  as  an  Adviser.  Another  good 
man  to  consult  when  starting  a  new  business — and  to 
keep  in  touch  with  as  the  business  grows — is  the  public 
accountant. 

Public -accounting  organizations  accumulate  a  vast 
fund  of  knowledge  and  experience  along  all  business 
lines,  making  them  a  very  valuable  aid  to  every  busi¬ 
ness,  new  and  old.  They  have  found  in  the  course  of 
their  investigations  just  where  the  weak  spots  are  likely 
to  be  found.  Therefore  they  are  a  source  of  counsel 
that  should  not  be  overlooked. 
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The  advisability  of  having  a  thoro  system  of  cost 
accounting  has  been  pointed  out  previously.  This  is 
especially  important  during  the  first  years  of  the  life 
of  a  business.  As  fully  explained  in  our  study  of  pro¬ 
duction,  cost  comparisons  will  reveal  many  opportunities 
for  improvements. 

The  public  accountant  of  wide  experience  can  suggest 
many  precautions  that  forestall  trouble.  His  service  is 
preventive  as  well  as  curative. 

The  old  saying,  “An  ounce  of  prevention  is  worth  a 
pound  of  cure,’’  applies  with  special  force  in  plan¬ 
ning  the  financing  of  a  business,  new  or  old. 

FINANCING  AND  THE  FORM  OF  ORGANIZATION 

Financing  the  start  of  a  business  to  be  organized  as 
an  individual  proprietorship  is  a  comparatively  simple 
matter,  as  the  proprietor  is  himself  the  one  thru  whom 
all  the  capital  is  provided.  However,  such  concerns  can¬ 
not,  as  a  rule,  grow  to  as  large  proportions  as  can  a 
business  which  is  organized  so  that  it  can  draw  capital 
from  many  sources,  as  in  the  case  of  a  corporation  or  a 
business  trust.  Furthermore,  the  risk  of  incurring  a 
crushing  liability,  faced  by  an  individual  proprietor  in 
event  of  failure,  is  usually  an  obstacle  in  the  way  of 
successful  expansion  beyond  certain  limits. 

Financing  a  Partnership.  If  the  concern  is  to  be  a 
partnership,  each  partner  contributes  to  the  assets  of 
the  partnership  whatever  is  agreeable  to  all.  One  or 
more  of  the  partners  may  contribute  expert  counsel 
or  property,  rather  than  money.  This  matter  is  deter¬ 
mined  by  mutual  agreement  of  the  partners,  as  are  all 
other  important  matters.  All  the  many  points  requiring 
mutual  agreement  are  set  forth  in  the  articles  of  partner¬ 
ship  agreement,  which  are  signed  by  each  of  the  partners. 

In  drawing  up  the  articles  of  partnership  agreement, 
a  banker  and  a  lawyer  can  be  of  great  value  in  the  way 
of  suggesting  matters  that  should  not  be  overlooked. 
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Financing  a  New  Corporation.  In  planning  the  financ¬ 
ing  of  a  corporation,  many  serious  problems  are  likely 
to  arise.  Here  also  the  assistance  of  a  banker  and  a 
lawyer  is  of  great  value. 

If,  as  is  usually  the  case,  the  organizers  desire  to  per¬ 
petuate  and  then  control  the  company,  they  must  make 
sure  that  there  is  no  way  for  outsiders  to  gain  control. 
In  most  cases,  the  majority  of  the  stock  is  kept  in  the 
hands  of  the  men  who  have  organized  the  corporation. 
Their  agreement  as  to  policies  will  usually  make  it  unnec¬ 
essary  to  take  precautionary  steps  looking  to  the  retain¬ 
ing  of  control. 

Where  the  organizers  do  not  hold  a  majority  of  the 
stock  issued,  one  method  of  protecting  control  of  the 
company,  which  may  be  used,  is  to  buy  in  or  have 
donated  to  the  treasury  of  the  company  enough  of  its 
own  stock  so  that  the  organizers  have  a  majority  of  the 
outstanding  stock.  Stock  owned  by  the  corporation 
itself,  called  treasury  stock,  does  not,  of  course,  have 
voting  power. 

Each  new  concern  is  necessarily  affected  by  the  special 
circumstances  existing  in  the  case.  But  wherever  it  is 
desired  to  provide  for  future  control  of  the  business,  the 
organizers  cannot  be  too  careful  in  setting  up  safeguards 
against  a  change  in  control.  Sometimes,  however,  it  is 
necessary  to  relinquish  it  in  order  to  obtain  the  capital 
with  which  to  launch  an  enterprise. 

The  inventor  of  a  valuable  patent  in  connection  with 
the  oil  business  tried  unsuccessfully  to  organize  his  own 
company.  No  one  dared  to  join  him  because  of  his 
doubtful  business  ability.  Finally,  he  appealed  to  a 
banker  in  his  home  town.  The  banker  agreed  to  finance 
him  on  the  condition  that  he  (the  banker)  be  allowed  to 
hold  62  per  cent  of  the  capital  stock.  He  convinced  the 
inventor  that  only  in  this  way  could  there  be  assurance 
of  proper  business  management.  The  company  was 
finally  launched  on  this  basis  with  business  men  in  con- 
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trol,  and  all,  including  the  inventor,  received  a  splendid 
profit  because  the  business  was  controlled  by  men  who 
were  able  to  give  it  good  management. 

DIFFERENT  CLASSES  OF  CORPORATE  STOCK 

The  owned  capital  of  a  corporation  is  represented  by 
shares  of  stock  and  by  its  surplus. 

Stock  certificates  are  evidences  of  ownership  inter¬ 
ests  in  the  corporation.  (Bonds  are  evidence  of  the 
indebtedness  of  the  corporation;  they  represent  borrowed 
capital,  the  repayment  of  which  is  promised  at  a  fixed 
time.)  The  “surplus”  may  be  funds  subscribed  by  the 
stockholders  before  the  corporation  is  launched,  or  it 
may  represent  profits  earned  by  the  corporation  and 
retained  in  the  business  instead  of  being  distributed  to 
the  stockholders  as  dividends. 

The  stocks  and  bonds  of  each  corporation  have  dis¬ 
tinctive  features.  We  shall  confine  ourselves  at  this 
point  mainly  to  a  brief  discussion  of  two  kinds  of  cor¬ 
poration  stocks — preferred  and  common. 

Preferred  Stock.  The  reason  for  having  different  kinds 
of  shares  (stock)  is  to  attract  different  types  of  inves¬ 
tors.  Preferred  shares,  or  preferred  stock,  are  designed 
to  attract  the  investor  who  is  a  little  more  daring  than 
the  one  who  invests  in  bonds  which  are  secured  by  a 
mortgage  on  the  property,  but  who  does  not  wish  to 
take  the  greater  risk  of  investing  in  common  stock.  In 
case  earnings  are  not  more  than  sufficient  to  take  care 
of  interest  on  bonds  first  of  all,  and,  second,  dividends 
on  preferred  stock,  dividends  on  common  stock  cannot 
be  paid. 

The  main  basis  of  difference  between  the  various 
classes  of  corporate  securities  lies  in  priority  of  the 
claim  they  have  on  a  share  in  the  profits  and  on  a 
share  of  the  remaining  assets  in  case  of  dissolution 
of  the  business. 

Preferred  stock  is  that  stock  which  is  described  as 
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being  preferred  as  to  dividends  and  often  also  as  to 
assets;  that  is,  this  class  of  stock  must  receive  dividends 
at  the  rate  stated  on  the  stock  certificate  before  the 
holders  of  common  stock  are  entitled  to  anything.  Fur¬ 
thermore,  in  case  of  the  dissolution  of  the  corporation, 
the  preferred  stockholders  share  in  the  division  of  any 
remaining  assets  ahead  of  the  common  stockholders,  if 
the  stock  is  also  preferred  as  to  assets. 

There  are  two  main  kinds  of  preferred  stock:  cumula¬ 
tive  and  noncumulative.  Dividends  are  payable  on  cer¬ 
tain  dates  at  fixed  rates  in  both  cases;  but  in  the  case 
of  the  cumulative  preferred  stock,  dividends  accrued  but 
not  paid  in  the  past  must  all  be  declared  and  paid 
before  any  dividends  can  be  paid  on  the  common  stock. 
But  when  dividends  on  noncumulative  preferred  stock 
are  “passed”  (not  paid),  they  do  not  accumulate  to  be 
paid  later  on,  but  are  a  loss  to  the  holders  of  this  stock. 
Cumulative  preferred-stock  dividends,  on  the  other  hand, 
“accumulate”  until  paid. 

There  are  also  participating  and  nonparticipating  pre¬ 
ferred  stocks.  Participating  preferred  stock  draws  divi¬ 
dends  over  a  fixed  rate  when  dividends  on  the  common 
stock  are  paid  over  a  fixed  rate,  as  specified  in  the  pre¬ 
ferred-stock  certificate. 

Common  Stock.  Common  stock  is  entitled  to  dividends 
only  after  dividends  on  preferred  stock  have  been  paid; 
and  to  share  in  the  division  of  assets  upon  dissolution 
of  the  corporation  only  after  the  bondholders  and  share¬ 
holders  preferred  as  to  assets  have  been  paid  what  is 
due  them. 

Investors  who  buy  common  stock  do  so  because  they 
believe  that  there  will  be  enough  profit  left  after  the 
other  security  holders  have  been  paid  to  pay  them 
more  than  has  been  received  by  the  others. 

They  give  up  a  degree  of  security  of  income  and  capi¬ 
tal  in  return  for  larger  possible  income  or  gain  in  value. 
Also,  as  a  rule,  voting  power  is  restricted  to  the  common 


Figure  3.  A  form  of  stock  certificate  issued  to  a  share-holder.  Note  the  accompanying  stub  which  is  filled  out  to 
serve  as  a  record  for  the  company  or  for  an  authorized  transfer  agent.  The  certificate  illustrated  conforms  to  the 
requirements  of  the  Stock  Exchange  listing  committee.  This  form  is  provided  for  100-share  lots;  another  similar 

form  is  provided  for  shares  in  less  than  100-share  lots. 
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stock,  thus  giving  control  of  the  management  of  the 
enterprise  to  the  holders  of  common  shares.  This  is  as 
it  should  be,  for  the  common  stockholders  assume  the 
greatest  risk  of  loss.  But  the  right  to  vote  as  between 
these  two  classes  of  stock  depends  upon  the  statute  law 
of  the  state  and  the  contract  under  which  the  preferred 
stock  is  issued. 

PAR  VALUES  A  LTD  THE  INVESTING  PUBLIC 

Par  value  of  a  stock  (or  bond)  is  its  face  value;  that  is, 
the  nominal  value  assigned  to  it  as  issued. 

The  par  value  of  stocks,  except  in  states  where  it  is 
limited  by  statutes,  may  vary  in  common  practice  from 
$1  to  $100  a  share,  according  to  the  class  of  investor  the 
promoters  wish  to  reach.  The  $100  and  the  $10  par 
value  stock  are  probably  the  most  popular,  altho  $50, 
$5,  and  $1  shares  are  frequently  issued.  The  smaller 
denominations  are  used  in  popular  and  speculative  issues 
of  stocks  intended  for  a  wide  distribution.  They  make 
it  easier  for  the  small  investor  to  participate,  and  ten 
$10  shares  look  like  more  for  the  money  than  one  $100 
share. 

Old  corporations,  with  large  accumulations  of  surplus 
and  seasoned  dividend  records,  whose  stocks  have  i  cached 
a  high  market  value,  frequently  break  these  shares  up 
into  smaller  denominations  in  order  to  popularize  the 
stock  in  the  market.  As  a  rule,  the  combined  market 
value  of  the  smaller  shares  will  be  larger  than  the 
combined  value  of  the  previous  higher  pi  iced  shaies. 
The  explanation  for  this  lies  in  the  wider  market  and 
increased  opportunity  for  speculative  operations  that  the 
larger  number  of  shares  makes  possible.  This,  of  course, 
applies  only  where  there  is  active  trading  in  the  shares. 

Stock  of  No  Par  Value.  A  method  of  avoiding  the 
whole  question  of  the  amount  of  capitalization  and  the 
relation  between  the  value  of  assets  and  the  amount  of 
stock  issued  is  that  of  issuing  common  stock  without 
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any  par  value.  This  does  not  mean  that  the  stock  has 
no  definite  value,  but  that  its  true  value  is  allowed  to  be 
fixed  by  the  appraisal  of  buyers  and  sellers  in  the  open 
market.  Since  “par  value”  is  only  a  nominal  figure,  it 
does  not  in  many  cases  represent  the  true  value  of  a  share 
of  stock  when  first  issued;  and  it  seldom  represents  the 
true  value  of  the  stock  after  the  business  has  been  oper¬ 
ating  for  some  time. 

The  tendency  to  issue  no-par-value  shares  seems  to 
be  increasing.  Many  large  corporations  have  adopted 
the  plan.  Its  chief  recommendation  is  that  all  appear¬ 
ance  of  overcapitalization  or  “stock  watering”  is  avoided. 
Moreover,  the  confusion  arising  in  some  instances  out 
of  existing  variations  between  the  market  value  and  the 
par  value  of  stock  is  eliminated. 

At  the  same  time,  there  need  be  no  misapprehension 
as  to  the  book  value  of  each  share  if  the  number  of 
shares  outstanding  is  known,  since  the  excess  of  assets 
over  liabilities  to  outsiders,  as  indicated  by  the  balance 
sheet,  represents  the  total  value  of  the  stockholders’ 
equity  in  the  corporation. 

How  much  capital  is  needed  to  start  the  enterprise,  the 
importance  of  a  budget  plan  for  day-to-day  needs,  and 
the  relation  of  sales  and  general  operations  to  capital, 
will  be  taken  up  in  later  manuals.  Executive  Manual  42 
will  fully  cover  the  very  important  matter  of  determin¬ 
ing  capital  requirements  and  how  to  secure  the  capital 
needed  in  starting  a  business.  Complete  your  founda¬ 
tional  preparation  for  the  practical  financing  training 
which  follows  by  using  the  following  check-up  on  prin¬ 
ciples  and  by  carefully  working  out  Executive  Problem 
41  wherein  you  will  gain  experience  in  applying  some 
of  the  most  fundamental  principles  in  successfully  start¬ 
ing  a  new  business. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 


1.  A  young  man  in  a  small  Ohio  city  was  planning 
to  start  the  manufacture  of  radio  receiving  sets  in  a 
small  way.  He  had  enough  money  to  purchase  tools 
and  equipment  with  which  to  begin  production  on  a 
modest  scale,  and  he  was  able  to  borrow  enough  to  pur¬ 
chase  necessary  parts  and  supplies  for  a  month’s  pro¬ 
duction,  to  pay  rent,  and  to  pay  the  wages  of  one 
worker.  Had  he  planned  to  take  care  of  all  his  impor¬ 
tant  capital  requirements? 

CHECK 

Yes 

No 

2.  “Yes,  there’s  no  doubt  that  the  new  heating  plant 
would  soon  pay  for  itself,  but  we  can’t  buy  it  now,”  the 
manager  of  a  concern  explained  to  a  manufacturer  s 
salesman.  “We  will  need  our  bank  credit  to  meet  pay¬ 
ment  on  new  goods  we  purchased  recently,  and  our 
capital  is  all  being  profitably  used  in  the  business.”  Was 
the  manager  following  sound  financing  principles  in  this 
decision  ? 

3.  James  Blake,  who  had  worked  for  the  Howell 
Department  Store  for  nine  years,  and  during  the  last 
four  years  had  been  a  buyer  and  department  manager, 
talked  to  a  banker  about  getting  a  loan  for  the  purpose 
of  starting  a  small  variety  store.  The  banker  admitted 
that  there  was  an  excellent  opening  for  such  an  enter¬ 
prise,  and  that  Blake  had  the  necessary  experience  and 
a  good  reputation,  but  he  turned  him  down  because 
Blake  was  unable  to  say  just  exactly  how  much  money 
he  would  need.  “Not  more  than  $3,000,”  was  Blake’s 
indefinite  estimate.  “I’m  willing  to  lend  you  twice  that 
amount,”  the  banker  replied,  “if  you’ll  show  me  exactly 
how  you  are  going  to  use  it.”  Blake  thought  the  banker 
was  unreasonable.  Was  he? 
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4.  A,  B,  and  C  form  a  partnership  to  start  a  whole¬ 
sale  poultry  and  egg  business.  A  contributes  his  time 
and  experience  and  $2,000  in  cash.  B  contributes  his 
time  and  a  building  valued  at  $6,000;  C  contributes 
$10,000  in  cash.  Each  is  to  have  a  one-third  interest 
and  to  receive  one-third  of  the  profits.  The  business 
fails,  leaving  debts,  after  the  sale  of  all  assets,  amounting 
to  $S,000.  Is  C  individually  liable  for  the  full  $8,000? 

CHECK 

Yes 

No 

5.  Two  men  of  limited  capital  were  planning  to  or¬ 
ganize  a  small  business  for  the  manufacture  of  machine 
tools.  They  decided  to  incorporate  at  the  outset,  be¬ 
cause,  as  one  of  them  explained,  “If  we  make  a  go  of 
this,  we  shall  need  quite  a  sum  of  additional  capital,  and 
we  want  to  be  in  a  position  where  we  can  raise  capital 
from  time  to  time  by  selling  stock  to  our  friends  and 
business  associates.”  Was  this  reasoning  based  on  a 
sound  principle? 

— 

6.  An  enterprising  business  man  who  had  built  a 
small  wholesale  feed  business  to  such  proportions  that 
he  needed  more  permanent  capital  than  he  could  pos¬ 
sibly  provide  from  his  own  funds  or  from  borrowing, 
considered  the  advisability  of  incorporating  and  selling 
stock.  The  earnings  on  his  investment  were  very  high, 
but  he  hesitated  because  the  value  of  his  property  and 
equipment  was  low,  and  he  did  not  see  how  his  pro¬ 
posed  capitalization  could  wrell  exceed  the  value  of  his 
physical  assets.  Could  you  suggest  another  basis  of  cap¬ 
italization  that  would  be  more  favorable  under  these 
conditions? 

7.  A  man  starting  into  the  concrete-construction 
business  needed  $3,000  to  purchase  necessary  machinery 
and  equipment.  He  arranged  for  a  six-months’  loan  to 
cover  the  purchase.  Was  this  good  financing? 

8.  If  you  were  floating  an  issue  of  new  preferred 
stock,  would  you  appeal  to  investors’  desire  for  profit¬ 
making  rather  than  to  their  thrift  tendencies? 

Executive  Problem  41 


FINANCING  A  NEW  BUSINESS 

Working  Out  the  Essential  Preliminaries 

Under  The  LaSalle  Problem  Method 


a  ^TION,  action!  Let’s  get  some  action!” 


is  an  urge  which  everyone  experiences 


once  it  has  been  decided  to  launch  a  new  busi¬ 
ness.  Yet  the  promoter  who  is  too  impatient  to 
take  time  carefully  to  work  out  his  plans — finan¬ 
cial  and  otherwise — courts  disaster.  Certain 
preliminaries  are  essential  if  undue  risk  is  to  be 
avoided,  and  of  these  none  is  more  important 
than,  “Investigate  first;  then  invest.” 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Executive  Problem  41 
FINANCING  A  NEW  BUSINESS 

Harold  Beecher  is  a  young  man  employed  as  teller  in 
the  State  Bank  of  Plymouth.  He  has  held  this  position 
for  several  years  and  there  seems  little  immediate  oppor¬ 
tunity  for  promotion.  He  has  been  thrifty,  however,  and 
has  accumulated  some  $3,000  in  negotiable  securities;  he 
owns  a  home,  free  from  mortgage,  and  an  undivided 
interest  in  his  father’s  estate  represents  some  $18,000 
additional. 

Sam  Smith  is  employed  as  a  salesman  by  an  uncle  wdio 
operates  a  crushed-stone  business  under  the  name  J.  W. 
Smith  Stone  Company.  Smith  is  a  young  man  only  three 
years  out  of  college.  The  company’s  sales  have  so  in¬ 
creased  in  his  hands  that  his  uncle  has  put  him  in  full 
charge  of  selling.  Smith  is  a  very  ambitious  chap,  ener¬ 
getic,  wrell  balanced,  and  honest.  Beecher  and  Smith 
have  come  to  know  each  other  well;  each  esteems  the 
other’s  good  qualities. 

The  Proposition.  Smith  has  come  to  Beecher  with  an 
interesting  story  of  what  he  terms  “the  opportunity  of 
a  lifetime.”  His  uncle  is  getting  on  in  years.  He  is  anx¬ 
ious  to  sell  the  business.  A  few  days  ago  he  asked  Sam 
to  find  a  buyer,  whereupon  Sam  offered  to  buy  the  busi¬ 
ness  himself,  provided  satisfactory  terms  could  be  ar¬ 
ranged.  As  a  result  of  several  propositions  and  counter¬ 
propositions,  the  following  arrangement  has  been  offered 
by  J.  W.  Smith; 

He  is  willing  to  give  Sam,  and  such  partners  as  Sam 
selects,  a  lease  on  his  stone  quarry  and  stone-crushing 
plant,  which  has  a  daily  capacity  of  400  tons  of  limestone 
suitable  for  road  making  and  concrete  work.  The  lease 
calls  for  a  nominal  annual  rental  of  $1,000,  and  for  a  fur¬ 
ther  profit-sharing  arrangement  under  which  one-third 
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the  annual  net  profits  are  to  go  to  the  uncle.  In  figuring  the  profits, 
salaries  of  $4,000  for  Sam  Smith  and  of  another  $4,000  for  the 
treasurer  and  plant  manager  are  to  be  considered  as  expenses  of 
the  business. 

Smith  proposes  that  Beecher  become  his  partner  in  this  enter¬ 
prise,  giving  up  his  job  in  the  bank  and  taking  full  charge  of  operat¬ 
ing  and  financing;  Smith  will  continue  to  handle  the  sales  work. 

*  *  *  *  45-  * 

Beecher’s  first  question  relates  to  the  amount  of  money  that  will 
be  needed  to  finance  the  business.  Smith  has  detailed  figures  which 
his  uncle  has  assisted  in  preparing.  These  indicate  that  some  $6,000 
will  be  required  for  working  capital,  provided  banking  arrangements 
can  be  made  to  finance  the  company’s  receivables.  Smith  explains 
further  that  sales  in  the  past  have  been  made  largely  to  counties  in 
the  immediate  vicinity  and  to  contractors,  for  road-builcling  pur¬ 
poses,  and  that  this  will  continue  in  the  future. 

Beecher’s  experience  in  the  bank  enables  him  to  confirm  Smith’s 
statement  that  the  “county  warrants”  which  are  received  in  pay¬ 
ment  are  “good  as  gold,”  and  that  the  accounts  with  the  road  con¬ 
tractors  can  be  protected  by  filing  proper  notice  with  the  county 
officials. 

In  addition,  the  company  sells  stone  to  local  building  contractors 
to  be  used  in  making  concrete.  The  credit  of  some  of  these  is 
good,  but  of  others,  rather  mediocre.  The  stone  company’s  accounts 
are  fairly  well  protected,  however,  by  the  mechanic’s  lien  law,  under 
which  bills  for  material  may  be  made  a  prior  lien  against  the  prop¬ 
erty  on  which  the  material  is  used,  provided  the  lien  is  filed  within 
a  certain  period.  It  will  be  necessary,  however,  for  the  new  stone 
company  or  partnership  to  stand  liable  for  any  money  which  it 
secures  from  the  banks  on  the  strength  of  any  of  these  receivables. 

The  Probable  Profits.  Beecher’s  next  question  relates  to  the 
probable  profits  of  the  enterprise.  Smith  goes  into  this  matter  in 
detail.  His  figures  show  that  the  stone  which  is  sold  for  road¬ 
making  purposes  nets  an  operating  profit  of  about  75  cents  a  ton. 
The  stone  is  sold  on  tlie  basis  of  delivery  to  certain  designated  points. 
A  local  motor-transport  company  does  all  the  hauling  from  the 
quarry,  which  is  very  favorably  situated,  at  the  rate  per  mile  on 
which  the  stone  company  bases  its  bids. 

Stone  delivered  to  contractors  shows  a  higher  margin  of  profit. 
Everything  considered, -an  operating  profit  of  75  cents  a  ton  above 
the  cost  of  production  and  hauling  appears  conservative. 

Smith  states  that  his  company  has  the  local  market  pretty  much 
to  itself,  except  for  customers  who  are  located  on  a  railroad.  Certain 
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other  crushed-stone  plants  which  are  located  on  the  railway  are 
able  to  quote  prices,  F.  0.  B.  cars,  which  are  as  low  as  the  Smith 
Company’s  prices.  There  is  little  price  cutting,  and  competition  is 
all  fair  and  aboveboard. 

He  further  explains  that  there  is  any  amount  of  material  in  the 
outcropping  which  his  uncle  owns,  and  that  it  seems  to  be  the  only 
supply  in  the  county  which  can  be  worked  at  as  low  a  cost.  The 
quarry  men  and  crusher  men  whom  his  uncle  employs  have  worked 
for  him  for  years.  There  is  every  reason  to  believe,  therefore,  that 
the  cost  of  production  will  not  be  seriously  affected  by  unfair  labor 
demands,  nor  by  any  other  unusual  costs. 

Beecher  goes  into  further  detail  about  sales  and  about  the  meth¬ 
ods  of  financing  these  sales.  Smith  assures  him  that  he  will  bring 
in  all  the  business  that  they  will  be  able  to  handle  economically.  The 
county  has  embarked  on  a  two-year  building  program,  and  Smith  is 
sure  that  he  will  get  orders  for  all  the  crushed  stone  needed.  In 
addition  to  this,  most  of  the  building  contractors  are  giving  him  all 
their  stone  orders.  He  is  confident  that  he  will  continue  to  get  this 
business. 

As  to  financing  the  business,  however,  he  explains  that  this  is  the 
phase  which  he  has  hoped  and  expected  Beecher  to  take  care  of. 
The  latter’s  acquaintance  with  banking  should  make  that  easy,  he 
believes.  He  further  explains  that  they  must  not  count  on  his  uncle 
to  assist  in  financing.  The  uncle  wants  to  get  out  of  the  business 
completely.  He  has  been  “down”  on  it  ever  since  he  was  forced  to 
pay  $10,000  damages  because  of  injuries  to  two  bystanders  caused 
by  flying  rocks  discharged  by  a  blast. 

Smith  states  that  he  has  a  nest  egg  of  $1,000  which  he  can  put 
into  the  enterprise,  but  that  is  all.  He  has  practically  no  addi¬ 
tional  resources,  unless  his  household  furniture  and  his  automobile 
are  considered  as  such.  He  suggests,  however,  that  Frank  Ivrum, 
who  has  been  his  uncle’s  superintendent  for  years,  is  anxious  also 
to  get  in  on  the  deal.  He  has  $1,500  in  the  bank  that  he  is  ready 
to  invest.  He  has  a  home,  some  insurance,  and  other  resources,  but 
does  not  want  to  jeopardize  any  of  these.  Smith  has  counted  on 
Beecher  for  the  rest  of  the  finances  necessary. 

The  form  of  organization  is  also  discussed.  Smith  suggests  that 
it  be  some  kind  of  partnership  between  the  three  men,  from  which 
he  and  Beecher  would  each  receive  40  per  cent  and  Krum  20  per 
cent  of  the  profits  remaining  after  J.  W.  Smith  has  been  paid  his 
share.  It  is  his  plan  that  he  and  Beecher  should  each  draw  a  $4,000 
salary,  while  Frank  Krum  should,  of  course,  continue  to  receive  his 
regular  salary. 

These  two  friends  spend  two  evenings  in  discussing  the  matter. 
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As  they  separate  on  the  second  evening  Beecher  promises  to  look 
into  certain  details,  and  then  reach  a  decision.  When  next  they 
meet,  he  is  to  have  definite  plans  with  regard  to  the  entire  propo¬ 
sition. 

In  the  working  papers  we  shall  follow  the  steps  which  he  should 
take  in  arriving  at  these  decisions. 
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Part  I 


Estimating  the  Required  Capital 
HEN  bankers  or  credit  men  are  asked  the  reason 


for  a  majority  of  business  failures,  they  fre¬ 


quently  reply  with  the  time-worn  but  significant 


answer,  “Lack  of  capital.” 

As  a  matter  of  fact,  the  first  big  question  in  starting  a 
business,  after  all  preliminary  investigations  and  plans 
have  been  made,  is,  “How  much  capital  is  required?” 

It  would  obviously  be  impossible  to  lay  down  inflex¬ 
ible  rules  for  answering  this  question  in  every  case,  but 
it  is  possible  to  lay  down  the  practical  considerations  that 
enter  into  the  problem  of  finding  the  correct  answer  to 
this  question  in  financing  a  business. 

Experience  has  shown  the  uselessness  of  jumping  hap¬ 
hazardly  into  a  proposition,  giving  it  little  or  no  analysis. 
Enthusiasm  has  earned  a  high  place  in  the  favor  of  suc¬ 
cessful  men,  yet  the  large  and  powerful  business  houses 
which  started  on  the  proverbial  “shoe  string”  have 
usually  attained  their  commanding  positions  as  the  result 
of  the  fact  that  their  early  enthusiasm  was  based  upon  a 
careful  analysis  of  all  the  facts  vital  to  their  success. 

When  Swift,  the  elder,  came  west  to  Chicago  to  estab¬ 
lish  a  packing  concern,  he  had  already  visualized  and 
analyzed  the  whole  proposition.  He  saw  that  a  large 
central  plant  would  not  only  be  more  economical  than 
the  neighborhood  slaughtering  houses  but  would  also  be 
more  sanitary.  With  a  clear  conception  of  the  business 
and  the  field  based  upon  thoro  investigation  and  analysis 
of  all  essential  facts,  he  was  able  to  estimate  his  capital 
requirements  and  to  convince  others  of  the  wisdom  of  his 
undertaking. 
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Complete  Knowledge  of  Costs  Essential.  One  important 
factor  which  promotes  sound  business  practice  is  a  com¬ 
plete  knowledge  of  costs.  Without  this,  as  pointed  out  in 
a  later  manual,  it  is  almost  useless  to  try  to  determine 
capital  requirements  accurately. 

A  shoe  manufacturer  in  the  West  met  with  unusual 
success  during  his  first  two  years  primarily  because  he 
had,  from  the  start,  closely  analyzed  his  costs. 

He  had  little  ready  money;  but  had  inherited  a  large 
farm  in  Illinois.  Going  to  his  banker,  he  presented  his 
plan,  and  obtained  a  loan  on  this  property. 

He  spent  most  of  his  time  in  the  factory,  endeavoring 
to  cut  down  his  costs  and  to  increase  production  without 
adding  materially  to  his  overhead  expenses.  His  con¬ 
stant  attention  to  costs  from  the  start  was  the  big  fac¬ 
tor  in  his  success.  His  knowledge  of  costs  enabled  him  to 
anticipate  his  capital  requirements  and  to  prove  to  his 
banker  that  he  was  headed  in  the  right  direction. 

An  accurate  knowledge  of  costs  makes  more  probable 
a  sound  appraisal  of  capital  requirements  in  the  new 
concern  as  well  as  in  the  one  which  is  well  estab¬ 
lished. 

Admittedly,  it  is  difficult  to  compile  an  accurate  budget 
of  expenses  any  great  length  of  time  in  advance,  but  close 
attention  to  cost  finding  and  analysis  will  ordinarily  show 
the  approximate  capital  needs  of  the  business. 

In  making  this  analysis  it  is  always  well  to  confer  with 
a  banker.  If  he  does  not  look  favorably  upon  the  prop¬ 
osition,  analyze  the  project  again  to  decide  whether  or 
not  the  banker  is  justified  in  turning  it  down.  If  several 
bankers  are  unreceptive,  it  is  certain  that  the  proposition 
should  be  reorganized  to  make  it  more  confidence  inspir¬ 
ing,  or  it  should  be  discarded  altogether. 

Not  to  follow  this  line  of  action — to  go  ahead  without 
a  banker’s  check-up  on  a  business  proposition,  or  perhaps 
to  wait  until  the  business  is  involved  in  financial  trouble 
before  consulting  a  banker — has  been  the  cause  of  many 
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failures  in  business.  Bankers  know  how  to  estimate  capi¬ 
tal  requirements.  They  specialize  on  this  problem.  They 
respect  and  have  confidence  in  the  business  man  who  un¬ 
derstands  this  important  problem. 

Analysis  of  Needs  for  Capital.  What  are  the  factors 
which  give  rise  to  needs  for  capital — which,  when  com¬ 
bined,  determine  the  amount  of  capital  required? 

Let  us  analyze  some  of  the  many  factors  which  enter 
into  this  problem  in  establishing  a  new  business.  They 
are  as  follows: 

I.  Preliminary  or  organization  expense: 

1.  The  cost  of  investigating  the  project. 

2.  Expense  of  interesting  persons  who  may  be  willing 
to  participate. 

3.  Preliminary  engineering  and  legal  advice  on  the 
proposition. 

4.  Expense  of  estimating  the  cost  of  plant  and  probable 
income. 

5.  Incorporation  of  the  company. 

6.  Expense  of  company  organization  during  con¬ 
struction. 

7.  Interest  on  capital  tied  up  during  construction. 

8.  Taxes  and  insurance  during  construction. 

9.  Financing,  including  bankers’  commission,  discount 
on  bonds,  and  promoters’  profits  and  expenses. 

10.  Legal  services. 

II.  Expenditures  in  establishing  the  business: 

1.  Expenditures  for  fixed  capital  assets. 

(a)  Property. 

(b)  Plant. 

(c)  Equipment. 

(d)  Other  fixed  assets. 

2.  Expense  of  starting  the  business. 

(a)  Advertising  and  selling. 

(b)  Interest  on  investment  until  business  becomes 
self-supporting. 

(c)  Taxes  and  insurance  during  that  time. 

(d)  Cost  of  mistakes  in  construction,  equipment, 
advertising,  etc. 
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3.  Purchasing  intangible  assets. 

(a)  Goodwill. 

(b)  Patents,  copyrights,  trade  names,  etc. 

4.  Working  capital. 

(a)  Stores  and  supplies. 

(b)  Capital  sufficient  to  carry  on  business  until  the 
returns  on  sales  are  received. 

5.  Funds  for  expanding  the  business. 

Organization  Expense.  The  items  listed  above  under 
preliminary  or  organization  expenses  are  usually  consoli¬ 
dated  into  one  account  in  the  general  ledger,  to  be  ab¬ 
sorbed  by  the  profits  of  the  concern  over  a  number  of 
years.  This  method  is  spoken  of  as  “writing  off”  the 
organization  expense. 

In  some  cases  these  organization  expenditures  are  con¬ 
sidered  as  a  cost  of  setting  up  the  business,  the  same  as 
plant  and  equipment;  they  are  capitalized  and  included 
among  the  fixed  capital  assets. 

Promotional  expense  includes  the  compensation  of  the 
promoter  who  has  charge  of  selling  the  securities,  includ¬ 
ing  advertising,  selling  commissions,  office  rent,  railroad 
fare,  and  other  expenses  of  the  promoter  and  his  staff. 

It  takes  much  longer  to  get  some  kinds  of  organizations 
running  than  others.  For  instance,  it  may  be  several 
years  between  the  time  of  starting  the  construction  of  a 
railway  and  the  time  the  first  revenue  is  received  from 
operation.  Interest  on  the  immense  amount  of  capital 
tied  up  during  this  time  must  be  provided  for. 

Often  the  item  of  preliminary  expense  is  comparatively 
small,  yet  it  always  has  to  be  taken  into  consideration. 
The  nature  of  the  business,  its  contemplated  size  at  the 
start,  and  its  field  are  considerations  in  estimating  the 
amount  to  be  provided  for  this  purpose.  In  the  case  of 
a  small  retail  store,  .the  preliminary  expense  may  be  very 
small ;  but  for  a  concern  planning  to  manufacture  a  large 
output  of  some  highly  technical  product,  it  may  be  very 
large. 
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A  salesman  for  a  Western  tailor  decided  to  go  into 
business  for  himself.  He  had  held  his  position  for  sev¬ 
eral  years  and  knew  the  business.  He  knew  how  to  find  a 
desirable  location  for  his  shop  at  the  right  rental;  and  he 
knew  just  how  to  develop  sales.  He  also  knew  labor  costs 
and  the  prices  of  materials.  He  quickly  established  the 
business  as  an  individual  proprietorship  and  his  prelimi¬ 
nary  expenses  were  small. 

In  contrast  with  that  case,  a  company  of  men,  organ¬ 
ized  to  manufacture  an  imitation-leather  product,  found 
it  necessary  to  spend  many  thousands  of  dollars  in  get¬ 
ting  started.  Many  tests  of  the  product  by  experts  had 
to  be  made  to  assure  prospective  investors  of  its  worth. 
Offices  had  to  be  rented  for  the  purpose  of  carrying  on 
preliminary  details  of  the  organization.  It  took  more 
than  a  year  to  reach  the  point  where  collections  began  to 
be  made  on  sales  of  the  product.  Meanwhile,  more  than 
$200,000  had  been  expended. 

Fixed-Capital  Requirements.  The  initial  investment  in 
fixed  assets  usually  can  be  readily  and  closely  determined. 

If  property  is  to  be  rented  or  purchased,  the  amount  cf 
the  investment  is  definitely  determined.  Equipment, 
such  as  machinery,  furniture,  fixtures,  and  so  on,  can  be 
closely  estimated,  provided  its  costs  are  thoroly  gone  into. 

But  the  customary  procedure  in  estimating  the  amount 
to  be  spent  for  fixed  assets  is  to  plan  more  elaborately 
than  is  necessary.  Often  there  is  actual  extravagance, 
whereas  in  every  case  there  should  be  strict  economy. 

A  highly  important  point  to  bear  in  mind  is  that — 
Before  capital  is  invested  in  fixed  assets,  a  conserva¬ 
tive  judgment  of  the  probable  profit  on  the  invest¬ 
ment  should  be  compared  with  other  possible  uses  of 
the  capital. 

The  following  test  questions  should  be  answered : 

Is  this  the  most  profitable  way  to  invest  this  sum? 
Will  it  earn  more  profits  this  way  than  if  invested  in 
working  assets? 
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Sometimes  expensive  display  devices  are  installed  in 
retail  stores,  whereas  less  expensive  equipment  would 
have  served  the  purpose  just  as  well;  and  the  amount 
saved  could  have  been  used  to  much  greater  advantage  as 
an  addition  to  working  capital. 

Establishing  the  Business.  So  it  is  in  the  other  business 
activities.  Expensive  mahogany  furnishings  are  usually 
not  required  for  a  new  enterprise.  A  loft  at  low  rental 
may  fill  the  requirements  as  well  as  an  expensive  indi¬ 
vidual  building;  and  if  it  does,  it  should  be  taken. 

The  principle  to  apply  is  this: 

In  acquiring  equipment  and  space  for  a  new  business, 
keep  the  costs  down  as  low  as  possible  without  cut¬ 
ting  down  the  opportunity  for  making  a  success  of 
the  business. 

No  matter  how  thoro  the  investigation  of  all  the  phases 
of  starting  a  new  business  may  have  been,  it  very  rarely 
happens  that  the  organizers  can  make  perfect  plans. 
The  building  and  the  layout  may  have  to  be  changed 
before  operation  of  the  plant  is  started,  and  at  consider¬ 
able  cost,  which  is  really  a  preliminary  expense.  The 
product  may  have  to  be  changed,  or  it  may  be  discovered 
that  the  advertising  is  not  the  right  kind.  Many  such 
changes  may  have  to  be  made  before  the  business  really 
gets  under  way,  and  in  estimating  the  capital  needed  it 
is  advisable  to  take  these  possible  items  into  considera¬ 
tion. 

Intangible  Assets.  There  are  certain  assets  of  some 
business  concerns  which  to  all  intents  and  purposes  are 
permanent  and  which  are  essential  to  the  progress  of 
those  concerns.  They  cannot  be  classed  as  a  part  of  the 
fixed  assets,  such  as  land,  buildings,  and  equipment,  and 
their  value  can  be  .estimated  with  only  a  fair  degree  of 
accuracy.  The  most  common  of  these  assets  are  good¬ 
will,  patents,  trade-marks,  and  copyrights.  They  are 
called  intangible  assets. 
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The  value  of  good  will  should  be  conservatively  and 
carefully  stated.  It  represents  the  aggregate  of  the  im¬ 
pulse  of  customers  and  prospects  to  patronize  a  business. 
This  impulse  is  developed  in  many  ways,  such  as  by  a 
favorable  location,  natural  operating  advantages,  excel¬ 
lence  of  product,  fair  dealing,  satisfactory  service,  and 
advertising. 

Good  will  may  be  actually  the  most  valuable  asset  a 
firm  possesses,  but  its  value  is  not  shown  on  the  books  of 
a  concern  unless  it  has  been  acquired  thru  an  investment 
of  some  form.  If  a  business  is  purchased,  the  excess 
of  the  purchase  price  over  the  value  of  its  physical  assets 
may  be  represented  by  good  will.  One  authority  calls  it 
“The  intangible  quality  of  patronage,  which  attaches  to 
an  established  business  and  is  presumed  to  attach  to  it, 
irrespective  of  any  change  in  ownership.” 

Patents,  copyrights,  and  trade-marks  are  similar  in 
nature  to  good  will  in  that  they  also  are  usually  con¬ 
sidered  as  intangible  assets  that  contribute  to  the  earn¬ 
ings  of  a  business.  Their  value  is,  of  course,  dependent 
upon  the  part  they  play  in  the  success  of  the  firm  owning 
them,  and  they  may  possess  value  to  another  concern  if 
sold  to  or  taken  over  by  it.  In  this  latter  respect,  they 
differ  from  good  will,  the  value  of  which  is  not  so  def¬ 
initely  transferable  to  another  concern. 

In  general,  the  value  of  intangible  items  should  be 
measured  in  the  light  of  a  concern’s  future  pros¬ 
pects,  not  its  past  record. 

This  principle  applies  in  fixing  the  purchase  price  or 
value  of  a  business  at  the  time  of  a  change  in  ownership. 

Working  Capital.  Of  all  the  needs  for  capital  one  of  the 
most  important  for  both  the  newly  launched  enterprise 
and  the  established  firm  is  that  of  working  capital;  and 
the  amount  needed  is  often  difficult  to  determine. 

Working  capital  may  take  the  form  of  cash,  raw  mate¬ 
rial,  work  in  process,  finished  product,  or  of  accounts  and 
notes 'receivable. 
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All  working  capital  is  being  changed  from  one  form  to 
another  thru  a  regular  revolving  cycle,  from  raw  mate¬ 
rials  or  merchandise  purchased  on  thru  various  transfor¬ 
mations  to  collections  on  sales.  The  fact  that  the  influ¬ 
ences  which  affect  the  several  stages  of  this  cycle  are,  as 
a  rule,  constantly  changing,  makes  it  very  difficult  to 
estimate  the  amount  of  working  capital  needed  for  a 
business. 

Fluctuating  commodity  and  labor  prices,  unforeseen 
delays,  collection  difficulties,  unexpected  competition, 
possible  flaws  in  the  product  that  need  correction,  and 
changes  in  business  conditions — all  have  to  be  borne  in 
mind  in  determining  the  necessary  working  capital. 
Thus — 

The  amount  of  working  capital  needed  in  a  business 
depends  upon  the  three  general  factors  of  cost,  time, 
and  volume  of  production  and  sales. 

The  net  working  capital  of  a  business  may  be  defined 
as  the  excess  of  current  assets  over  current  liabilities, 
meaning  the  excess  of  current  assets  (cash  and  other  as¬ 
sets  which  may  be  used  in  making  payments  of  current 
debts)  over  and  above  all  its  current  debts. 

It  is  the  task  of  the  director  of  finance  to  plan  ahead 
to  make  certain  that  the  current  funds  are  adequate  and 
available  for  paying  off  all  incoming  bills  covering  pur¬ 
chases  and  expenses.  To  do  this  efficiently  he  must 
possess  an  intimate  knowledge  of  the  three  factors  which 
affect  the  working  capital — cost,  time,  and  volume  of 
production  and  sales. 

It  is  apparent  that  working  capital  has  to  be  adequate 
to  take  care  of  new  operating  expenses  incurred,  as  they 
come  due  for  payment.  The  higher  the  cost  of  materials, 
labor,  and  of  all  other  items  which  enter  currently  into 
the  operation  of  the  business,  the  greater  the  amount  of 
working  capital  necessary;  also,  the  longer  the  time  of 
manufacture  or  the  terms  of  sale,  and  the  greater  the 
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volume  of  production,  the  greater  in  amount  must  be  the 
working  capital  provided. 

Those  three  elements — (1)  cost  of  materials  and  labor, 

(2)  time  it  takes  to  manufacture  and  terms  of  sale,  and 

(3)  volume  of  production — do  not  vary  in  the  same  pro¬ 
portions.  The  relative  importance  of  those  elements 
must  be  known  in  considering  them  as  factors  which  are 
responsible  for  the  amount  of  working  capital  needed. 
Moreover,  each  of  those  three  general  factors  will  be 
influenced  by  other  more  specific  factors  which  affect 
working  capital,  such  as: 

1.  Terms  of  purchase. 

2.  Working  capital  turnover. 

3.  Seasonal  variations  in  business. 

4.  Type  of  material  handled. 

5.  Ease  with  which  materials  and  supplies  can 
be  obtained. 

6.  Collections. 

7.  Business  conditions,  etc. 

The  effect  of  all  these  factors  upon  the  amount  of 
working  capital  required  varies  with  different  concerns, 
depending  upon  the  degree  in  which  each  hastens  or  re¬ 
tards  the  movement  of  the  capital  thru  the  cycle  of  pro¬ 
duction  and  distribution  mentioned  above.  Moreover, 
each  of  these  specific  factors  may  influence  one  or  more 
of  the  three  general  factors  of  cost,  time,  and  volume  of 
output  and  sales. 

The  Time  Element.  The  time  element  enters  into  the 
terms  of  purchases  as  well  as  into  the  terms  of  sales.  If 
payment  for  materials  or  merchandise  purchased  does 
not  fall  due  until  what  is  purchased  has  been  put  into 
salable  form,  sold,  and  the  money  collected  on  it,  then 
financing  is  handled  with  a  very  small  amount  of  working 
capital. 

In  some  manufacturing  industries  the  raw  material  is 
changed  to  the  finished  product  in  a  few  hours  as  in  the 
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case  of  bread  making,  while  in  others  it  is  months  from 
the  time  the  raw  material  enters  the  plant  until  it  is 
ready  for  the  market.  In  the  great  packing  industry  the 
cattle  are  bought,  killed,  and  made  ready  for  the  dealer 
within  forty-eight  hours.  The  hides  from  these  same  cat¬ 
tle  are  the  raw  material  for  the  tanneries  and  are  in  proc¬ 
ess  of  tanning  from  six  to  twelve  months,  causing  a  tie-up 
of  proportionally  a  much  greater  amount  of  working 
capital  in  tanning  than  in  meat  packing. 

How  Turnover  Affects  Working  Capital.  It  is  obvious 
that  the  more  frequently  the  working  capital  is  turned 
over  (that  is,  the  faster  the  dollars  paid  out  come  back 
again),  the  less  will  be  the  amount  of  working  capital 
needed  in  operating  the  business.  This  rate  of  turnover 
may  be  figured  by  dividing  the  amount  of  gross  sales,  at 
cost  figures,  by  the  average  amount  of  working  capital. 

Jones  and  Smith  are  retail  haberdashers.  Jones  is  sat¬ 
isfied  to  let  the  trade  come  to  him  as  it  will;  he  makes  a 
large  profit  on  his  goods.  But  Smith  is  a  hustler,  a  good 
mixer,  and  realizes  the  value  of  a  quick  stock  turn;  he 
makes  a  price  on  his  goods  that  makes  them  sell  faster, 
even  tho  it  gives  him  a  lower  profit  per  unit  sold. 

Jones  carries  a  stock  that  averages  $5,000  at  cost  price. 
He  turns  this  stock  three  times  a  year  at  an  average 
mark-up  on  cost  of  70  per  cent — giving  him  $10,500  of 
gross  profit.  His  total  expenses  are  $9,000,  including  a 
fair  salary  paid  to  himself  as  manager  of  his  store.  This 
leaves  him  $1,500  of  net  profit. 

Smith  carries  a  $3,000  stock,  which  he  turns  seven 
times  a  year  at  a  mark-up  averaging  50  per  cent  on  cost, 
giving  him  also  $10,500  gross  profit.  His  total  expenses, 
however,  are  $8,500,  including  a  salary  to  himself  equal 
to  that  of  Jones.  This  gives  him  $2,000  net  profit.  A 
considerable  part  of  the  $500  net  profit  he  makes  in  ex¬ 
cess  of  Jones’  net  profit  comes  from  operating  his  busi¬ 
ness  with  less  working  capital.  His  total  investment  in 
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the  business,  including  all  assets,  is  $5,500,  while  Jones’ 
total  investment  is  $7,500,  because  he  uses  $2,000  more 
of  working  capital.  Jones’  net  profit  on  his  investment 
is  $1,500  on  $7,500,  or  20  per  cent;  while  Smith’s  net 
profit  of  $2,000  on  $5,500  is  over  36  per  cent.  The  main 
point  here,  however,  is  that  a  faster  rate  of  stock  turn¬ 
over  requires  less  working  capital. 

Other  Factors  Affecting  Working  Capital.  Terms  of  sale 
have  much  to  do  with  the  amount  of  working  capital 
required.  Long-time  terms  demand  greater  capital  to 
carry  the  business  along  from  the  time  the  goods  leave 
the  establishment  until  they  are  paid  for.  Especially  is 
this  true  of  selling  on  the  installment  plan.  Capital  is 
obviously  tied  up  when  long  periods  of  credit  are  granted. 
Any  additional  costs  involved  in  this  method  of  doing 
business  are  covered  in  the  sales  price,  so  that  profits  are 
not  adversely  affected,  but  the  installment  house  must 
prepare  to  finance  itself  over  this  period  of  installment 
collections. 

Seasonal  variations  in  business  also  affect  the  amount 
of  working  capital  required.  Sales  may  be  so  much 
heavier  at  one  season  of  the  year  than  at  another  that 
the  manufacturer  may  be  forced  to  tie  up  large  quantities 
of  working  capital  in  finished  products  during  the  dull 
season  in  order  to  meet  the  heavy  demand  which  will 
come  later.  The  manufacturing  of  ready-to-wear  cloth¬ 
ing  is  an  example. 

Again,  a  concern  may  use  or  deal  in  a  raw  product  the 
year’s  supply  of  which,  or  a  large  part  of  it,  comes  onto 
the  market  during  a  period  of  a  few  weeks,  as  in  the  case 
of  sugar  beets,  grain,  and  wool. 

Moreover,  if  it  is  difficult  to  secure  raw  material,  or  if 
shortages  of  material  occasionally  come  about,  there  is 
need  for  a  greater  amount  of  working  capital,  because 
larger  stocks  must  be  carried  in  order  to  insure  having  a 
sufficient  stock  on  hand  to  meet  sales  requirements. 
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The  larger  the  stock  inventory,  the  greater  the 
amount  of  working  capital  needed;  therefore,  a  low 
stock  inventory  cuts  down  the  amount  of  working 
capital  needed. 

In  many  lines  of  business,  collections  are  very  heavy  at 
one  time  of  the  year  and  outgo  of  funds  is  heavy  at  other 
times  of  the  year.  In  such  cases,  it  is  necessary  not  only 
to  have  funds  when  they  are  needed  during  the  time  of 
heavy  outgo  but  also  to  make  profitable  use  of  the  sur¬ 
plus  of  funds  at  other  times  of  the  year. 

General  business  conditions  also  have  an  effect  on  the 
amount  of  working  capital  needed  to  carry  on  business. 
When  business  conditions  become  unfavorable,  it  is  pos¬ 
sible  to  get  along  with  less  working  capital.  Even  tho 
collections  tend  to  slow  up  and  more  capital  is  tied  up  in 
accounts  receivable,  still  the  amount  of  working  capital 
can  be  curtailed  because  practically  all  operations  wfill  be 
on  a  smaller  scale.  In  good  times,  more  sales  are  made, 
purchases  are  larger,  pay  rolls  increase,  and  so  on.  As  a 
result  more  working  capital  is  needed.  Naturally — 
Expansion  of  business  calls  for  more  working  cap¬ 
ital,  while  curtailment  of  business  calls  for  less. 

ESTIMATING  WORKING-CAPITAL  REQUIREMENTS 

A  concern’s  initial  working  capital  is  largely  repre¬ 
sented  by  stock  on  hand  and  by  bank  deposits  sufficient 
to  carry  on  the  business  until  the  cash  from  sales  has 
been  received.  If  a  firm  is  to  sell  goods  on  credit,  there 
will  be  a  few  months  in  which  working  capital  must  be 
advanced  by  the  owners  or  supplied  thru  outside  borrow¬ 
ing.  All  such  needs  must  be  anticipated.  Lack  of  suffi¬ 
cient  working  capital  at  the  start  may  ruin  the  new  firm’s 
credit  standing  and  greatly  retard  future  progress.  In 
estimating  the  amount  of  working  capital  needed  at  the 
start  it  must  be  remembered  that  the  business  must  be 
operated  without  income  from  sales  for  a  certain  period. 

A  new  concern  can  determine  its  needs  from  month  to 
month ;  but  it  should  be  borne  in  mind  that — 
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All  attempts  to  determine  the  need  for  working  cap¬ 
ital  from  month  to  month  must  be  based  upon  an 
accurate  estimate  of  future  sales. 

Sales  are  closely  related  to  working-capital  require¬ 
ments.  The  greater  the  amount  of  sales,  the  larger  will 
be  the  working-capital  requirements.  (How  to  estimate 
future  sales  will  be  thoroly  covered  in  the  major  section 
on  accounting  and  statistical  control.)  Many  new  con¬ 
cerns  have  become  financially  embarrassed  by  having 
sales  come  in  too  fast  at  the  start. 

Estimating  Working  Capital  Needed  for  Installment  Sales. 

One  of  the  most  difficult  problems  is  to  estimate  working- 
capital  requirements  when  sales  are  made  on  the  install¬ 
ment  plan. 

Suppose  that  a  concern  is  selling  musical  instruments 
that  retail  for  $150,  and  the  cost  of  each  instrument  is 
$75.  The  terms  of  sale  are  one-fourth  down  and  the 
remainder  to  be  paid  in  six  monthly  payments.  At  the 
start  the  firm  estimates  that  the  sales  will  be  100  instru¬ 
ments  the  first  month,  200  the  second,  300  the  third,  and 
300  for  the  months  following.  A  fair  estimate  of  current 
expenses  places  them  at  $4,000  a  month.  This  figure 
includes  selling  and  administrative  expense,  rent,  light, 
etc.  Let  us  figure  the  working  capital  needed,  as  follows: 

The  above  estimate  indicates  that  $31,000  of  working 
capital  will  be  needed  for  financing  the  first  four  months 
of  the  life  of  the  business.  This  requirement  is  arrived 
at  by  merely  adding  up  the  excess  of  cash  paid  out  over 
cash  received  during  the  first  four  months.  Thereafter, 
so  long  as  sales  are  not  further  expanded,  cash  received 
each  month  should  normally  exceed  cash  paid  out. 

But  the  above  estimate  has  not  taken  into  considera¬ 
tion  certain  items  of  expense  such  as  depreciation  on 
equipment  and  losses  from  bad  debts.  Moreover,  there 
are  always  certain  unlooked-for  drains  upon  funds,  some 
of  which  could  not  possibly  be  foreseen.  Again,  collec- 
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Excess  of  cash  received  over  cash  paid  out. 

Figure  1.  This  table  shows  how  working  capital  needs  are  estimated,  as  explained  on  page  13. 
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tions  on  installment  accounts  get  behind.  For  these  rea¬ 
sons  the  following  principle  should  be  observed: 

In  making  estimates  of  working-capital  requirements, 
it  is  wise  to  lean  toward  overestimating  the  require¬ 
ments  in  order  to  afford  a  margin  of  safety  against 
unforeseen  contingencies. 

It  is  well,  therefore,  to  put  the  figures  above  the 
probable  amount  required.  Considered  in  the  light  of  a 
reserve  against  contingencies,  this  excess  of  available 
working  capital  often  proves  to  have  been  a  wise  financial 
provision. 

Borrowed  Capital  Must  Pay  a  Profit.  Where  the  firm  is 
a  borrower  on  a  line  of  credit  to  provide  sufficient  work¬ 
ing  capital,  the  interest  charges  must  be  considered  in 
relation  to  the  earnings  that  accrue  by  reason  of  opera¬ 
tions  made  possible  by  the  borrowed  capital.  The  prin¬ 
ciple  to  be  applied  is  that — 

The  interest  payments  on  the  borrowed  funds  should 
he  less  than  the  amount  of  additional  profit  which  the 
borrowed  funds  make  possible. 

Altho  there  can  be  no  definite  rule  laid  down  as  to  the 
relation  of  working  capital  to  gross  business  (sales),  it 
may  be  said  that  the  amount  of  working  capital  required 
tends  to  vary  directly  with  the  volume  of  business. 

There  is,  however,  considerable  variation  among  dif¬ 
ferent  industries  as  to  the  amount  of  working  capital 
required  in  relation  to  the  volume  of  business.  Tele¬ 
phone  and  railroad  companies,  for  example,  do  not  re¬ 
quire  a  great  amount  of  working  capital.  They  receive 
all  or  a  great  part  of  their  payment  in  advance  for  the 
service  which  they  render  or  else  payment  is  received  in 
a  comparatively  short  time.  In  the  case  of  many  manu¬ 
facturing  concerns,  the  greater  part  of  the  capital  is  in¬ 
vested  in  fixed  assets )  while  in  trading  establishments  the 
fixed  capital  required  is  negligible,  the  stock  of  merchan¬ 
dise  being  the  item  requiring  the  most  capital. 
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Providing  Capital  for  Expansion.  Thus  expansion  of 
sales  may  mean  a  relatively  large  addition  to  working- 
capital  requirements,  or  a  relatively  small  addition,  de¬ 
pending  upon  the  nature  of  the  business;  that  is,  depend¬ 
ing  upon  whether  operating  expenses  show  a  large  or 
small  increase  with  increasing  sales  and  output,  and 
whether  the  income  from  increasing  sales  comes  in 
promptly  or  is  delayed  until  after  the  increase  in  operat¬ 
ing  expenses  must  be  met. 

In  planning  ahead  to  provide  funds  for  expansion  there 
are  many  factors  to  be  considered  in  order  to  make  sure 
that  adequate  funds  will  be  available  as  needed.  If  addi¬ 
tional  fixed  assets  (buildings  and  equipment)  must  be 
provided,  there  must  be  assurance  that  the  expansion  of 
sales  and  output  will  be  maintained. 

The  receipts  from  these  additional  sales  must,  of 
course,  be  more  than  sufficient  to  provide  for  all  the 
expenses  involved,  leaving  a  profit.  These  additional 
receipts  sooner  or  later  provide  the  increased  working 
capital  required.  Meanwhile,  the  business  has  to  borrow 
funds  unless  it  has  accumulated  a  surplus  out  of  which 
the  temporary  excess  of  outgo  over  income  during  the 
first  months  of  expansion  can  be  provided. 

To  Borrow  or  Not  to  Borrow?  Whether  to  borrow  or  to 
wait  until  sufficient  funds  can  be  laid  aside  from  earnings, 
is  a  problem  which  confronts  the  management  of  many 
concerns  especially  in  the  early  stages  of  development. 

In  almost  every  case,  it  is  better  to  borrow  than  to 
wait  for  funds  to  accumulate  sufficient  to  finance  expan¬ 
sion.  A  profit  can  be  made  on  the  borrowed  capital. 
Also,  the  attainment  of  more  rapid  growth  of  the  busi¬ 
ness  puts  the  business  that  much  more  quickly  at  the 
point  where  it  can  most  economically  produce  and  sell 
its  product  or  service.  Thus  it  strengthens  its  competi¬ 
tive  position,  as  well  as  gives  itself  opportunity  to  earn 
larger  profits  out  of  which  it  may,  if  desirable,  more  rap- 
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idly  accumulate  a  surplus  of  funds  available  for  still 
further  expansion. 

If  a  business  needs  to  borrow  for  expansion,  it  should 
do  this  as  a  rule — if  it  can.  The  lender,  usually  a  bank, 
is  not  prone  to  lend  unless  there  is  a  distinct  advantage 
to  the  borrower  in  using  the  additional  funds. 

It  is  evident  that — 

In  the  ordinary  course  of  business,  a  loan  must  serve 
ultimately  to  increase  the  borrower’s  income  more 
than  enough  to  take  care  of  the  repayment  of  the 
loan  when  due. 

By  borrowing,  it  is  often  possible  to  develop  a  business 
in  a  comparatively  short  time  to  a  point  which  it  would 
take  years  to  reach  if  all  expansion  were  to  wait  until 
sufficient  earnings  accumulated. 

The  question  of  when  to  borrow  and  when  not  to  bor¬ 
row,  also  the  amounts  that  should  be  borrowed,  the 
sources  of  borrowed  funds,  etc.,  will  be  fully  covered  in 
Executive  Manual  43. 

Our  purpose  in  the  first  part  of  this  manual  has  been 
to  establish  the  importance  of  carefully  determining  capi¬ 
tal  requirements.  How  this  is  done  will  be  further  de¬ 
veloped  in  the  course  of  our  study  of  other  aspects  of  the 
whole  problem  of  efficiently  financing  a  business,  as  pre¬ 
sented  in  following  manuals. 

In  Part  II  of  this  manual  we  shall  extend  our  under¬ 
standing  of  the  problem  of  determining  capital  require¬ 
ments  by  further  analyzing  the  problem  of  financing  in¬ 
stallment  sales.  This  kind  of  selling  has  come  to  be  so 
widely  employed  in  recent  years  that  every  executive 
should  be  familiar  with  the  financing  problems  to  which 
it  gives  rise,  and  with  the  part  played  by  financial  organi¬ 
zations  which  facilitate  the  financing  of  installment  sales. 
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Part  II 

Financing  Installment  Sales 

AS  A  GENERAL  procedure,  purchasers  under  the 
r\  installment  plan  are  required  to  make  an  initial 
payment  of  a  certain  amount  ;  the  balance  is  to 
be  paid  in  a  certain  number  of  regular  installments.  The 
merchandise  is  delivered,  as  a  rule,  at  the  time  of  the 
initial  payment,  but  a  clear  title  does  not  pass  to  the  pur¬ 
chaser  until  the  final  installment  is  paid. 

As  a  safeguard,  the  seller  may  lease  the  product  deliv¬ 
ered  to  the  purchaser,  or  he  may  require  the  purchaser 
to  sign  a  conditional  sales  contract.  In  either  case,  the 
seller  retains  title  until  the  last  payment  on  the  merchan¬ 
dise  has  been  made.  Another  safeguard  often  used  is  the 
chattel  mortgage.  Where  this  is  used,  the  title  passes  to 
the  purchaser,  who  gives  a  chattel  mortgage  as  security 
for  his  promise  to  pay  the  full  purchase  price. 

The  credit  aspects  of  this  method  of  doing  business  will 
be  taken  up  in  the  following  major  section  on  credits  and 
collections.  Here,  let  us  further  analyze  the  financing 
problem  created  by  installment  sales. 

The  Installment  Financing  Problem.  Obviously,  with 
payments  spread  over  a  long  period,  a  large  amount  of 
working  capital  will  be  tied  up  in  the  form  of  notes  pay¬ 
able  at  future  dates.  Even  tho  all  the  notes  are  promptly 
met  when  due,  we  saw  by  the  table  on  page  14  in  Part  I 
of  this  manual  that  plans  must  be  carefully  laid  to  span 
the  period  until  the  point  is  reached  where  the  cash  re¬ 
ceived  is  in  excess  of  disbursements.  It  must  also  be  re¬ 
membered,  even  after  this  point  has  been  reached,  that — 
Because  of  leniOnt  terms  of  sale,  installment  selling 
requires  more  working  capital  than  is  required  by 
selling  on  a  cash  basis. 
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But  if  current  incoming  payments  on  installment 
accounts  are  not  sufficient  to  cover  all  the  current  capital 
needs,  there  are  satisfactory  means  of  converting  future 
collections  into  current  cash  available  for  financing  the 
business. 

One  way  of  doing  this  is  to  sell  or  to  assign  the  install¬ 
ment  accounts  to  financing  corporations  which  make  it 
their  special  business  to  finance  installment  houses,  as 
explained  in  following  pages.  Another  way  is  to  obtain 
a  loan  from  a  banker.  A  third  way  is  to  take  notes  for 
the  unpaid  balance  on  installment  sales  at  the  time  of 
sale,  and  then  discount  these  notes  at  the  bank  or  sell 
them  in  the  market.  Of  course,  to  do  this,  the  notes 
must  be  thoroly  “good.” 

The  Part  Played  by  Credit  Organizations.  Under  the 
first  method  above  mentioned,  special  financing  organiza¬ 
tions  have  come  into  prominence,  particularly  in  connec¬ 
tion  with  the  distribution  of  automobiles.  The  financing 
of  this  industry,  in  fact,  has  recently  in  great  part  become 
dependent  upon  these  special  finance  corporations,  which 
assist  in  financing  sales  of  automobiles  to  territorial  dis¬ 
tributors,  local  dealers,  and  to  consumers.  They  are 
active  in  both  wholesale  and  retail  sales,  and  they  make 
it  possible  for  the  seller  to  receive  the  full  payment  on 
sales,  less  certain  financing  charges,  at  the  time  the  cars 
are  sold. 

One  of  the  largest  of  these  financing  corporations 
is  the  General  Motors  Acceptance  Corporation,  which 
finances  both  wholesale  and  retail  sales.  This  organiza¬ 
tion  is  controlled  by  the  General  Motors  Corporation 
and  it  was  created  to  provide  credit  accommodations 
exclusively  for  General  Motors  distributors,  dealers,  and 
retail  purchasers  of  General  Motors  products. 

Types  of  Finance  Corporations.  There  are  two  types 
of  finance  corporations.  There  are  independent  corpora¬ 
tions,  which  raise  their  capital  independent  cf  the  manu- 
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facturers  or  distributors  they  serve,  and  operate  for  a 
profit;  and  there  are  dependent  finance  corporations, 
which  raise  their  capital  by  subscription  from  a  group 
manufacturers  or  financial  interests  related  to  the  manu¬ 
facturers. 

In  the  automobile  industry,  these  finance  corporations 
handle  a  large  volume  of  notes  and  acceptances,  received 
from  both  wholesale  and  retail  trade;  they  discount  or 
buy  these  notes  and  make  collections  on  them  as  they 
mature.  Thus  the  manufacturers  receive  cash  for  all 
cars  shipped  to  the  distributors  and  dealers;  the  dis¬ 
tributor  may  receive  cash  for  all  cars  he  delivers  to 
dealers;  and  the  dealer  may  receive  cash  for  all  cars  sold 
to  consumers. 

Finance  corporations  are  really  suppliers  of  work¬ 
ing  capital  which  they  acquire  thru  the  sale  of  stock, 
loans  from  banks,  and  the  sale  of  their  own  obliga¬ 
tions  to  pay. 

One  method  used  by  finance  corporations  to  raise  funds 
is  to  sell  to  the  public  their  own  collateral  gold  notes, 
which  are  usually  issued  in  denominations  of  $500,  $1,000, 
$2,500,  $10,000,  $25,000,  and  $50,000.  A  bank  is  usually 
chosen  to  act  as  trustee  under  a  trust  deed  entered  into 
by  the  finance  corporation  and  the  bank.  The  bank  then 
holds  in  trust  notes  and  acceptances  deposited  by  the 
finance  corporation.  Against  this  paper,  gold  notes  of 
the  finance  corporation  in  the  denominations  mentioned 
above  are  issued.  The  trade  notes  and  acceptances  are 
held  by  the  trustee  bank  for  the  protection  of  the  holders 
of  the  collateral  gold  notes.  The  trust  deed  usually  stipu¬ 
lates  that  the  finance  corporation  must  keep  on  deposit 
with  the  trustee  bank,  trade  notes  and  acceptances  equal 
to  at-  least  120  per  cent  of  its  outstanding  collateral  notes. 

There  are  two  methods  used  for  liquidating  the  trade 
notes  and  acceptances  on  deposit  with  the  trustee  bank. 
One  is  for  the  finance  corporation  to  make  collections  on 
the  notes  and  acceptances  and  deposit  the  proceeds  in  the 
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bank  to  pay  them  off.  The  other  method  is  to  have  the 
bank  that  acts  as  trustee  make  the  collections,  crediting 
the  finance  corporation  with  the  funds  collected  and  using 
these  funds,  in  turn,  to  pay  off  the  collateral  gold  notes 
as  they  fall  due. 

Financing  the  Distributor  and  Wholesale  Dealer.  The 

distributor  or  the  wholesale  dealer  who  desires  to  take 
advantage  of  the  service  cf  the  finance  corporation  as  a 
means  of  making  prompt  payment  on  his  purchases  from 
the  manufacturer,  is  usually  required  to  submit  a  finan¬ 
cial  statement  of  his  business  to  the  finance  corporation. 
If  his  statement  is  satisfactory,  the  manufacturer  is  noti¬ 
fied  and  cars  are  then  shipped  according  to  instructions 
of  the  finance  corporation. 

Most  finance  corporations  require  that  the  dealer  pay 
in  cash  15  to  20  per  cent  of  the  wholesale  price  and  give 
the  finance  corporation  his  promissory  notes  covering  the 
balance.  Usually  all  papers  such  as  bills  of  lading,  sight 
drafts,  etc.,  are  sent  to  the  dealer’s  bank.  When  the  cars 
arrive,  the  dealer  is  notified  to  call  at  the  bank,  take  up 
the  sight  draft,  and  sign  the  promissory  notes.  The  dealer 
then  receives  the  bills  of  lading  which  enable  him  to  ob¬ 
tain  the  cars.  The  bank  then  sends  the  proceeds  of  the 
sight  draft  and  the  signed  promissory  notes  to  the  finance 
corporation.  When  this  is  done,  the  latter  can  remit  to 
the  manufacturer  the  full  wholesale  price  of  the  cars.  As 
the  notes  fall  due,  the  dealer  pays  direct  to  the  finance 
corporation  or  its  collecting  agent. 

Financing  the  Retail  Purchaser.  These  corporations  also 
enable  the  retail  dealer  to  collect  the  full  purchase  price 
of  cars  sold  on  the  installment  plan  to  consumers. 

The  purchaser  who  desires  to  obtain  a  car  on  credit 
terms  buys  thru  his  local  dealer  or  distributor..  He  is 
required  to  fill  out  a  abuyer  s  statement  blank  in  older 
that  full  information  can  be  secured  for  the  finance  cor¬ 
poration,  which  must  pass  on  his  credit  worthiness.  The 
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buyer’s  statement  with  the  dealer’s  recommendation  is 
then  forwarded  to  the  finance  corporation  and  the  latter 
investigates  the  buyer’s  credit  worthiness.  If  he  is  ac¬ 
ceptable  as  a  credit  risk  to  the  finance  corporation,  the 
sale  is  closed  with  the  purchaser. 

Most  finance  corporations  require  that  the  purchaser 
make  an  initial  cash  payment  of  33  1/3  per  cent  of  the 
purchase  price  and  to  pay  the  balance  in  regular  monthly 
installments  for  a  period  not  in  excess  of  eighteen  months. 
The  purchaser  is  required  to  carry  full  insurance  on  the 
car,  and  the  insurance  certificate  is  held  in  the  name  of 
the  finance  corporation  along  with  a  chattel  mortgage  or 
conditional  sales  contract.  The  finance  corporation  may 
also  require  the  dealer  to  indorse  his  customer’s  notes. 

When  the  dealer  has  obtained  the  initial  payment  and 
all  necessary  papers  are  filled  out,  the  papers  are  for¬ 
warded  to  the  finance  corporation,  which,  in  turn,  mails 
the  amount  of  the  promissory  notes  less  financing  charges 
to  the  dealer.  In  this  way  the  dealer  immediately  obtains 
full  payment  on  cars  he  sells  on  the  installment  plan; 
therefore,  he  can  the  sooner  pay  off  the  promissory  notes 
he  signed  when  he  received  the  cars  from  the  distributor 
or  wholesaler.  The  finance  corporations  handle  the  col¬ 
lections  direct  with  the  individual  purchaser,  as  explained 
in  the  manuals  on  credits  and  collections  that  follow  this 
section  on  financing. 

It  is  plain  that  finance  corporations  in  the  automobile 
industry  promote  sales  all  along  the  line  of  distribution 
from  manufacturer  to  consumer,  but  they  do  this  pri¬ 
marily  because  they  make  it  possible  for  many  retail 
dealers  to  sell  on  the  installment  plan  and  yet  get  their 
money  without  waiting  for  the  installments  to  be  paid. 
Thus  finance  corporations  are  organized  to  “purchase” 
the  obligations  of  buyers  who  pay  for  what  they  buy  on 
the  installment  plan. 

SELLING  ON  CONSIGNMENT 

The  business  that  sells  its  product  on  consignment — 


FINANCING  INSTALLMENT  SALES 


23 


waiting  for  its  payment  until  that  product  has  been  sold 
by  the  consignee  to  his  customers — has  a  special  financ¬ 
ing  problem. 

The  financing  of  sales  on  consignment  calls  for  a  large 
amount  of  capital,  which  is  tied  up  in  products  held  by 
distributors  and  dealers  on  consignment. 

The  farm-machinery  industry  is  a  good  example  of  a 
type  of  business  which  sells  a  great  amount  of  products 
on  consignment.  A  plow,  for  example,  is  consigned  to  a 
dealer  who  signs  a  contract  which  protects  the  manufac¬ 
turer.  This  contract  binds  the  dealer  to  protect  the 
implement  from  damage  by  weather  and  to  take  out  in¬ 
surance  fully  covering  its  value.  The  company  retains 
title  to  the  implement  to  be  sold  until  it  is  disposed  of  to 
the  farmer,  and  usually  retains  the  right  to  recall  it  at 
any  time  before  its  final  sale. 

The  manufacturer  determines  a  price  at  which  the 
implement  can  profitably  be  sold  and  the  amount  to  be 
retained  by  the  dealer  for  storing  and  selling.  As  soon  as 
the  plow  is  sold,  the  dealer  forwards  to  the  manufacturer 
his  share  of  the  selling  price.  In  most  cases,  this  pay¬ 
ment  must  be  made  in  cash.  If  notes  or  acceptances 
are  taken  by  the  dealer,  he  can  discount  or  sell  them  if 
necessary  and  advisable  in  order  to  get  cash  with  which 
to  pay  the  manufacturer. 

It  is  apparent  that  things  bought  by  distributors  on 
consignment  cut  down,  by  as  much  as  the  cost  price  of 
those  things,  the  amount  of  working  capital  needed  by 
the  distributor.  The  manufacturer  “holds  the  bag.” 
There  is  very  little  of  this  kind  of  selling  done  by  manu¬ 
facturers.  Finance  corporations  served  to  dispense  with 
it  in  the  automobile  field. 

Thus  we  have  seen  how  credit  resources  are  organized 
to  finance  installment  sales,  relieving  the  business  which 
sells  on  the  installment  plan  of  the  necessity  of  owning 
the  large  amount  of  working  capital  that  would  be  neces- 
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sary  were  it  not  for  the  opportunity  it  has  of  discounting 
future  collections  on  installment  sales.  The  finance  cor¬ 
poration  is  a  specialized  form  of  banking  designed  to 
facilitate  prompt  payments  on  purchases  of  products  that 
are  sold  to  consumers  on  the  installment  plan.  In  reality, 
they  supply  a  large  part  of  the  working  capital  require¬ 
ments  of  the  industry  they  serve. 

Let  us  now,  in  Part  III,  take  up  the  matter  of  securing 
the  capital  required  for  starting  and  carrying  on  a  busi¬ 
ness.  It  is  one  thing  to  determine  how  much  capital  is 
needed,  and  another  thing  to  secure  that  capital.  The 
executive  who  knows  how  to  secure  capital  for  starting 
and  carrying  on  a  business  is  able  not  only  to  fortify  the 
business  against  financial  embarrassments  but  also  to 
carry  the  business  thru  tight  places  which  otherwise 
would  cause  the  business  to  fail. 
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Part  III 

Securing  the  Required  Capital 

A  MICHIGAN  inventor  started  a  one-man  business 
to  manufacture  and  sell  a  burglar-alarm  appara¬ 
tus.  He  soon  found  that  his  capital  was  inade¬ 
quate.  Seeing  the  necessity  of  securing  financial  help,  he 
appealed  to  an  acquaintance  who  was  a  successful  busi¬ 
ness  man.  This  man  became  his  partner  with  the  definite 
understanding  that  the  inventor  would '’confine  his  atten¬ 
tion  to  technical  matters  related  to  production,  while  the 
partner  would  assume  the  general  managership. 

This  arrangement  gave  the  business  good  management, 
and  it  was  therefore  relatively  an  easy  matter  to  raise  the 
necessary  capital  for  developing  the  business. 

Whether  a  concern  is  small  or  large  or  whether  it  is 
a  partnership  or  corporation,  its  management  must 
be  of  the  kind  to  promote  confidence  before  capital 
can  be  interested. 

Questions  that  Suppliers  of  Capital  Will  Ask.  Those 
who  seek  to  interest  capital  in  a  new  business  enterprise 
must,  first  of  all,  offer  prospective  suppliers  of  capital 
assurance  that  the  business  will  be  well  managed,  in  ac¬ 
cordance  with  the  principle  above  stated.  They  must 
also  be  assured  that  the  product  (it  may  be  a  new  inven¬ 
tion)  or  the  service  is  something  that  fills  a  real  need  and 
is  salable  at  a  price  and  in  such  volume  as  to  make  possi¬ 
ble  the  earning  of  a  good  profit,  provided  the  business  is 
well  managed. 

As  a  test  of  good  management,  the  wise  investor  in¬ 
vestigates  the  attitude  of  the  banker  toward  the  new  (or 
old)  business  before  investing  his  money  in  it.  Regard¬ 
less  of  whether  or  not  a  line  of  credit  has  been  secured  at 
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the  bank  by  the  business,  it  is  always  of  vital  importance 
to  know  how  the  business  (or  the  prospective  business) 
is  looked  upon  in  banking  circles. 

Have  the  promoters  or  managers  of  the  business  a 
clean  credit  record?  Do  they  pay  their  bills  promptly? 
Are  they  steady  and  dependable  in  the  eyes  of  a  banker? 
Bankers  in  general  are  good  judges  of  a  business 
enterprise  for  investors,  because  they  are  constantly 
judging  business  concerns  as  credit  risks. 

Another  good  check-up  on  a  business  is  to  find  out 
whether  or  not  those  who  sell  materials  and  supplies  to 
it  are  eager  to  get  its  business  on  favorable  credit  terms. 
Such  are  just  a  few  of  the  considerations  of  those  who 
supply  capital  for  the  development  of  business  enter¬ 
prises.  They  are  considerations  which  must  be  borne  in 
mind  by  those  who  attempt  to  attract  investors. 

The  first  requirement  for  success  in  financing  a  busi¬ 
ness  is,  then,  that  the  men  behind  the  project  be  known 
for  their  business  integrity,  good  judgment,  and  ability 
to  make  a  success  of  the  business.  Investors  almost  in¬ 
variably  insist  on  full  information  as  to  who  is  running 
the  concern.  They  shy  away  from  the  concern  that  has 
had  poor  management  or  is  to  be  managed  by  men  who 
are  not  known  to  be  practical,  sound,  and  well-trained 
business  executives. 

The  appeal  to  investors  will  vary  with  the  type  of 
product  and  its  market,  the  extent  to  which  natural  ad¬ 
vantages  are  enjoyed,  and  the  methods  of  operating  the 
business.  But  in  every  case — 

Investors  want  assurance  that  the  management  is, 
or  will  be,  trustworthy  and  capable. 

That  point  is  again  emphasized  because  it  is  so  impor¬ 
tant.  It  is  upon  this  factor,  more  than  any  other,  that 
the  success  of  a  business  depends.  Other  factors,  such  as 
excellence  of  the  product,  favorable  location  of  the  busi¬ 
ness,  extent  of  the  market,  etc.,  may  amount  to  little 
unless  management  is  capable  of  taking  full  advantage 
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of  them.  On  the  other  hand,  a  product  may  not  at  the 
time  be  as  good  as  it  should  be  or  the  location  of  the 
business  may  be  a  poor  one,  and  there  may  be  other 
obvious  disadvantages  faced  by  a  business;  but,  under 
good  management,  these  disadvantages  may  be  soon 
overcome  and  corrected. 

By  all  odds,  the  most  fundamental  means  of  insuring 
that  adequate  capital  can  be  secured  for  a  business,  re- 
gaidless  of  its  form  of  organization — whether  a  partner¬ 
ship,  a  corporation,  or  a  business  trust — is  to  provide  the 
business  with  a  management  that  is  recognized  as  effi¬ 
cient  and  expert  in  that  line  of  business. 

Selling  and  Distribution  Methods.  Investors  want  to  be 
assured  that  both  the  production  and  the  selling  ends  of 
the  business  are  to  be  efficiently  handled — particularly 
the  sales,  because  maintenance  and  development  of  sales 
is  such  a  crucial  requirement  in  the  success  of  every 
business. 

Selling  and  sales  management  are  therefore  important 
matters  that  should  be  presented  concretely  to  prospec¬ 
tive  investors.  They  want  assurance  that  sales  will  be 
held  up  against  competition.  Pertinent  facts  about  sales 
policies  and  methods  should  be  made  available  to  pros¬ 
pective  buyers  of  stock  in  a  corporation. 

Alertness  and  accuracy  in  anticipating  changes  in  de¬ 
mand  on  the  part  of  consumers  are  important  considera¬ 
tions  in  many  cases.  A  new  manufacturer  of  millinery 
had  a  “hunch”  that  ostrich  feathers  were  soon  to  be  “the 
rage.”  He  bought  up  $30,000  worth  of  ostrich  plumes. 
But  the  rage  did  not  materialize.  So  much  of  his  money 
was  tied  up  in  ostrich  feathers  that  he  was  forced  to  seek 
working  capital  by  the  sale  of  capital  stock  in  his  busi¬ 
ness.  But  because  of  the  mistake  he  had  made  in  judg¬ 
ing  the  market  for  ostrich  plumes,  which  soon  was  gen¬ 
erally  known  in  his  town,  he  was  forced  to  sacrifice  con¬ 
trol  of  his  business  in  order  to  save  it  from  ruin. 
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The  point  to  be  remembered  in  securing  capital  for  a 
new  business  is  that — 

The  whole  question  of  selling  and  distributing  the 
product  should  be  worked  out  completely  before 
offering  stock  to  the  public. 

The  investor  will  also  want  to  know  about  patents, 
trade-marks,  good  will,  and  so  on.  Are  patents  properly 
protected?  Also,  is  there  an  assurance  of  plenty  of  effi¬ 
cient  labor  of  the  right  kind? 

Attracting  the  Most  Desirable  Investors.  Especially  in 
raising  capital  for  starting  a  new  enterprise,  and  often  in 
securing  additional  capital  for  a  going  concern,  it  is  wise 
to  give  thought  to  the  matter  of  attracting  the  most  de¬ 
sirable  investors. 

Sometimes  a  particularly  desirable  shareholder  can  be 
added  to  the  list  by  giving  him  a  voice  in  the  manage¬ 
ment,  perhaps  as  a  director.  He  has  more  than  money  to 
give  to  the  business.  His  voice  as  a  director  may  actually 
be  of  greater  value  than  his  money  to  the  success  of  the 
business. 

Some  types  of  investors  outside  those  engaged  in  the 
business  are  better  than  other  types.  Some  are  more  able 
to  help  boost  sales,  for  example.  Again,  the  employes 
of  a  business  form,  in  general,  one  of  the  best  types  of 
investors  to  be  attracted — an  application  of  the  owner¬ 
ship  principle  stated  in  Executive  Manual  1,  which  tells 
us  that  the  more  any  worker  feels  like  an  owner  of  the 
business  in  which  he  works,  the  better  will  be  the  quality 
and  quantity  of  his  work. 

In  all  cases,  those  wffio  secure  capital  should  remember 
that — 

Investors  in  the  business  should  be  attracted  with 
consideration  of  their  value  as  part  owners  of  the 
business  as  well  as  the  value  of  the  money  they 
invest. 

Experience  shows  that  one  of  the  chief  personal  ele¬ 
ments  required  in  launching  a  new  undertaking  is  pa- 
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tience.  The  interest  of  people  can  be  secured  only  after 
the  most  tireless  effort  in  planning  and  figuring  has  made 
the  enterprise  as  confidence  inspiring  as  possible — suffi¬ 
ciently  so  that  the  kind  of  investors  who  are  most  de¬ 
sirable  for  the  good  of  the  business  will  be  sure  to  be 
attracted.  Thus  impatience  in  raising  capital  should  not 
interfere  with  application  of  the  principle  above  stated. 

Classes  of  Investors  to  Be  Interested.  In  eveiy  case 
where  capital  is  to  be  secured,  it  is  necessary  to  consider 
the  different  classes  to  whom  the  appeal  for  capital  is  to 
be  made  and  just  what  may  be  expected  from  them. 
These  classes  may  be  grouped  as  follows: 

1.  Insiders. 

2.  Friends. 

3.  Employes. 

4.  The  public  at  large. 

(a)  Investors. 

(b)  Speculators. 

By  the  term  “insiders”  is  meant  those  directly  inter¬ 
ested  in  the  concern  itself.  For  instance,  let  us  suppose 
three  men,  after  looking  the  ground  over  thoroly,  decide 
to  establish  a  department  store.  They  are  the  insiders. 
However,  they  themselves  may  not  have  enough  money. 
They  may  incorporate  and  then  induce  some  of  their 
friends  to  join  in  the  enterprise.  If  the  concern  is  small 
or  the  friends  wealthy,  this  method  may  be  very  satis¬ 
factory  to  all  concerned.  It  may  be  felt  also  that  the 
employes  should  be  given  an  opportunity  to  take  a  pro¬ 
prietary  interest  in  the  business,  and  so  a  portion  of  the 
capital  stock  may  be  set  aside  to  be  sold  to  them. 

It  is  more  often  customary,  however,  especially  if  the 
concern  is  a  large  one,  to  depend  largely  on  the  general 
public  to  purchase  the  capital  stock.  If  stock  is  to  be 
sold  to  the  general  public,  its  best  market  is  usually  found 
in  or  adjacent  to  the  locality  where  the  business  is  to  be 
operated,  altho  a  large  business  for  which  good  manage- 
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ment  is  assured  can  sell  its  capital  stock  thruout  a  wide 
territory. 

In  general  there  are  two  classes  of  people  who  buy 
stock:  Those  who  buy  it  as  an  investment,  and  those 
who  buy  it  as  a  speculation.  The  investor  looks  pri¬ 
marily  at  the  security  offered  and  expects  a  fair  and 
steady  return  on  his  money,  while  the  speculator  looks 
primarily  at  the  return  which  may  result  from  a  rise  in 
the  value  of  the  stock  he  holds. 

Each  of  the  several  classes  of  stockholders  above  men¬ 
tioned  may  benefit  the  business.  When  the  stock  is 
largely  held  by  insiders,  the  business  is  entirely  in  the 
hands  of  those  most  interested  in  making  it  a  success. 
Their  returns  in  the  way  of  dividends  depend  upon  their 
efficiency  as  executives  in  the  business.  When  stock  is 
held  by  friends  of  the  management,  harmonious  pulling 
together  for  the  success  of  the  business  is  the  more  as¬ 
sured,  while  stock  held  by  employes  tends  to  promote 
their  greater  interest  in  the  success  of  the  business,  as 
previously  pointed  out.  The  fourth  source  of  capital — 
the  public  at  large — offers  the  chance  to  secure  a  very 
large  amount  of  capital. 

A  new  concern  may  find  it  desirable  to  secure  its  cap¬ 
ital  from  many  classes  of  investors,  and  it  should  so  or¬ 
ganize  its  business  that  all  classes  of  investors  could  be 
appealed  to,  if  necessary,  to  raise  the  full  amount  of  capi¬ 
tal  it  needs  to  give  the  business  a  good  opportunity  to 
develop  to  the  point  where  its  income  begins  to  exceed 
its  outgo. 

The  Part  Played  by  the  Form  of  Organization.  In 

Executive  Manual  41  we  saw  the  advantages  and  dis¬ 
advantages  of  the  various  forms  of  business  organiza¬ 
tion — the  individual  proprietorship,  the  partnership,  the 
corporation,  and  the  common-law  trust. 

These  advantages  and  disadvantages  are  considered  by 
prospective  investors  in  a  business  from  the  viewpoint  of 
their  bearing  upon  the  risk  involved. 
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Thus  the  corporate  form  of  organization,  because  of  its 
attractive  features  of  perpetuity,  definiteness,  and  limited 
liability,  will  generally  appeal  to  the  largest  number  of 
investors;  it  makes  possible  the  investment  of  small 
amounts  by  individuals  in  large  companies.  If  an  indi¬ 
vidual  proprietorship  needs  more  capital  than  the  owner 
can  personally  supply,  it  must  become  a  partnership  or 
it  must  incorporate  or  become  a  common-law  trust.  Be¬ 
cause  a  partnership  has  so  many  disadvantages,  as 
pointed  out  in  Executive  Manual  41,  the  modern  ten¬ 
dency  among  business  concerns  is  to  adopt  the  corporate 
form  of  organization.  The  common-law  trust  form  of 
organization  is  so  little  understood  by  many  prospective 
investors  that  it  is  as  yet  not  as  good  as  the  corporate 
form  of  organization  as  a  means  of  securing  capital — 
altho  it  has  nearly  all  the  advantages  of  a  corporation 
without  several  of  the  disadvantages,  as  explained  in 
Executive  Manual  41. 

Determining  the  Kind  of  Stock  to  Offer.  Let  us,  there¬ 
fore,  largely  confine  our  attention  to  the  problem  of  se¬ 
curing  capital  for  an  incorporated  business. 

Having  decided  to  what  class  or  classes  the  appeal  for 
money  shall  be  made  in  the  case  of  a  corporation,  the 
organizers  must  decide  what  the  par  value  of  the  stock 
is  to  be,  what  form  of  stock  shall  be  issued,  and  what 
rights  it  shall  have. 

If  it  is  desirable  to  sell  to  individuals  with  relatively 
small  amounts  of  money  to  invest,  it  is  best  to  put  the 
par  value  low,  say  $10  a  share.  If  the  prospective  inves¬ 
tors  are  to  be  relatively  few  in  number  and  individuals 
of  considerable  means,  the  par  value  of  each  share  might 
better  be  higher,  say  $100  a  share,  which  is  the  par  value 
of  a  majority  of  stocks. 

As  the  general  investing  public  becomes  more  familiar 
with  stock  of  no  par  value,  its  peculiar  advantages  make 
a  distinct  appeal  where  confidence  in  the  promoters  is 
well  established. 
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Deciding  on  the  Terms  of  Sale.  In  many  instances,  the 
new  corporation  which  is  raising  money  thru  the  sale  of 
stock  may  find  it  advisable  to  grant  an  extension  of  terms 
to  purchasers.  It  may  take  subscriptions  and  agree  to 
accept  payment  in  future  installments.  When  it  follows 
such  a  plan,  its  capital  requirements  must  be  carefully 
forecast  and  apportioned,  so  that  financial  stringency 
at  the  outset  may  be  avoided.  Even  in  the  ordinary 
course  of  things,  it  takes  some  time  to  raise  the  required 
amount  of  money  thru  the  sale  of  stock,  even  when  all 
sales  are  made  for  cash. 

Where  issues  of  both  preferred  and  common  stock  are 
being  marketed,  the  corporation  can  often  make  a  strong 
appeal  to  prospective  purchasers  by  offering  units  com¬ 
posed  of  shares  of  both  classes.  The  combinations  of¬ 
fered  as  units  vary  considerably.  They  are  chosen  with 
two  ends  in  view:  to  meet  the  needs  of  the  corporation, 
and  to  win  the  favor  of  purchasers.  (Units  are  frequently 
made  up  of  10  shares  of  preferred  and  1  share  of  com¬ 
mon;  of  5  shares  of  preferred  and  1  of  common;  of  10 
shares  of  each;  etc.)  The  offering  of  such  units  carries 
a  double  selling  appeal.  The  preferred  stock  holds  out 
the  promise  of  safety  and  a  steady  return  on  the  invest¬ 
ment;  the  common  stock  carries  an  opportunity  for  a 
speculative  profit. 

Much  of  the  same  idea  is  behind  the  offering  of  bonus 
stock.  The  promoters  may  decide  to  attract  capital  by 
offering  a  certain  amount  of  common  stock  free  with  each 
purchase  of  a  specified  number  of  preferred  shares.  The 
giving  of  stock  as  a  premium  or  bonus,  or  the  selling  of 
it  for  less  than  its  par  value,  may  be  legally  accomplished 
without  making  the  recipient  liable  for  the  payment  of 
the  full  par  value.  This  is  often  done  in  the  following 
way. 

It  is  common  practice  for  the  organizers  of  a  new  cor¬ 
poration  to  exchange  their  land,  patents,  goodwill,  or 
services  for  shares  of  stock,  at  an  agreed  valuation;  then 
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to  donate  a  portion  of  these  shares  to  the  corporation. 
The  shares  thus  donated  become  treasury  stock,  and  since 
they  have  already  been  issued  for  value  ( legally  they  are 
termed  “full  paid  and  nonassessable”),  they  can  be  sold 
at  prices  set  by  the  corporation. 

Additional  Stock  Issues  and  Stock  Rights.  In  order  to 
raise  additional  capital  to  provide  for  financing  expansion 
of  the  business,  corporations  frequently  issue  new  stock, 
which  is  sold  to  their  shareholders  and  to  the  public. 

As  an  appeal  for  an  immediate  disposal  of  the  new 
stock,  the  old  shareholders  are  offered  new  shares  at  a 
price  below  the  prevailing  market  price  of  the  outstand¬ 
ing  shares.  This  offer  to  the  old  shareholders  is  termed  a 
privilege  or  a  “right.”  This  stock  right  protects  the  inter¬ 
est  of  old  stockholders  in  any  accumulated  and  undis¬ 
tributed  earnings  of  the  corporation. 

Ordinarily,  when  new  shares  are  offered,  an  announce¬ 
ment  is  made  that  new  subscriptions  can  be  made  after  a 
certain  date  and  only  those  shareholders  of  record  on  that 
day  are  offered  the  new  stock  at  the  special  price. 

The  amount  of  the  stock  to  be  issued  which  they  can 
purchase  depends  upon  the  number  of  old  shares  which 
they  hold.  For  example,  a  corporation  may  issue  an 
amount  of  new  stock  equal  to  one-fifth  the  amount  of  its 
old  stock  outstanding,  and  then  announce  that  for  every 
five  shares  of  old  stock  held  the  shareholder  is  entitled  to 
purchase  one  of  the  new  shares  at  the  issued  price.  If  a 
shareholder  has  ten  old  shares,  he  will  thus  be  entitled  to 
subscribe  to  two  of  the  new.  Because  he  holds  ten  old 
shares  he  has  ten  rights,  for  as  the  term  right  is  used  in 
the  New  York  Stock  Exchange,  each  old  share  carries 
with  it  one  right.  But  it  takes  five  rights  in  this  case  to 
enable  the  holder  of  these  rights  to  buy  one  new  share  at 
the  price  at  which  the  new  stock  is  issued. 

It  must  be  remembered  that — 

Rights  have  value  to  the  owner  so  long  as  the  market 
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price  of  the  old  stock  remains  above  the  subscrip¬ 
tion  price  of  the  new.  They  are  transferable  and  are 
bought  and  sold  on  the  market  for  what  they  will 
bring,  in  the  same  way  as  bonds  and  stocks.  They 
are  not  valid  after  a  fixed  date. 

Figuring  the  Value  of  a  Stock  Right.  Suppose  the  share¬ 
holder  who  holds  ten  shares  of  old  stock  desires  to  pur¬ 
chase  new  shares  according  to  the  announcement  made. 
If  five  old  shares  entitle  him  to  buy  one  of  the  new  shares 
at  the  issued  price,  he  can  therefore  buy  two  of  the  new. 

Let  us  assume  that  the  market  price  for  each  old  share 
is  $150  and  the  price  at  which  the  new  shares  are  issued 
is  $120.  What  is  the  value  of  one  right— remembering 
that  it  takes  five  rights  to  entitle  him  to  buy  one  new 
share  at  $120? 

The  simplest  way  of  determining  the  value  of  one 


right  in  the  above  case  is  as  follows: 

10  shares  of  old  stock  at  the  market  price . $1,500 

2  shares  of  new  stock  at  $120  each .  240 

Total  . .$1,740 

Average  . $  145 


Therefore,  the  value  of  one  right  is  the  difference  be¬ 
tween  the  average  cost  ($145)  of  the  twelve  shares  and 
the  market  price  of  one  old  share  ($150),  or  $5.  This  is 
commonly  called  the  “parity  value”  of  a  right.  It  is  the 
price  paid  for  a  right  to  buy  new  stock  which  causes  the 
cost  of  the  new  stock  to  be  on  a  parity  with  the  cost  of 
the  old  stock. 

Five  rights  in  the  above  case  (which  give  their  owner 
the  right  to  buy  one  share  of  new  stock  at  its  subscription 
price  of  $120)  would  be  worth  $25.  Presumably  the  share 
of  new  stock  after  it  has  been  acquired  is  equivalent  in 
value  to  a  share  of  the  old  stock.  Therefore  the  value  of 
the  share  of  new  stock  is  the  value  of  a  share  of  old  stock 
— less  the  value  of  the  right  carried  by  the  old  stock,  be¬ 
cause  the  share  of  new  stock  does  not  carry  this  right 
with  it.  That  is  why  the  value  of  as  many  rights  as  are 
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necessary  to  give  their  holder  the  privilege  of  buying  a 
share  of  new  stock  at  the  subscription  price  is  less  than 
the  full  difference  between  the  market  price  of  one  old 
share  and  the  subscription  price  of  one  new  share.  That 
is  why,  for  example,  five  rights  in  the  above  case  are 
worth  $25  and  not  $30. 

Stock  Rights  Usually  Sell  at  Parity  Value.  Suppose  the 
shareholder  does  not  choose  to  subscribe  for  additional 
stock,  but  sells  his  rights  to  an  outside  person.  Since  he 
owns  ten  old  shares,  he  possesses  ten  rights.  The  parity 
value  of  one  right  as  we  have  just  figured  is  $5.  If  he 
were  willing  to  sell  them  for  $5  each,  the  total  would  net 
him  $.50,  but  if  the  market  price  for  each  right  is  higher 
than  $5,  he  would,  of  course,  sell  at  the  market  price. 

While  a  right  may  be  sold  for  more  or  even  less  than 
its  parity  value,  there  is  usually  a  constant  tendency  for 
the  market  price  of  a  right  to  equal  its  parity  value. 

There  is  also  a  relationship  between  the  parity  value 
of  a  right  and  the  market  price  of  the  stock.  A  rise  in  the 
stock  raises  the  parity  value  of  the  right;  conversely,  a 
drop  in  the  market  price  of  the  stock  lowers  the  parity 
value  of  the  right. 

Determining  the  Price  of  New  Stock.  A  particularly 
puzzling  problem  is  the  determination  of  the  subscription 
price  of  a  new  issue  of  stock.  This  problem  requires  con¬ 
sideration  of  many  factors,  such  as  the  market  value  of 
the  old  stock  outstanding,  the  amount  of  surplus  accu¬ 
mulated,  and,  sometimes,  the  purpose  of  the  new  issue  of 
stock.  If,  for  example,  the  new  stock  is  issued  to  secure 
.  funds  for  making  additions  to  fixed  assets,  such  as  addi¬ 
tions  to  the  plant,  the  price  of  the  new  stock  will  be  fixed 
relatively  high;  but  if  it  is  for  the  purpose  of  securing 
additional  working  capital,  the  subscription  price  at 
which  it  is  offered  to  old  shareholders  would  in  all  prob¬ 
ability  be  lower. 

The  central  purpose  in  fixing  the  subscription  price  of 
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a  new  stock  issue,  however,  is  fairly  to  protect  the  inter¬ 
est  of  those  who  hold  the  old  stock.  Usually  it  is  wise  to 
consult  on  this  matter  with  dependable  counsel,  such  as 
a  good  lawyer,  a  banker,  or  an  expert  accountant. 

Preferred  and  Common  Stock.  Many  corporations  issue 
two  kinds  of  stock — preferred  and  common.  In  which  is 
the  prospective  investor  more  likely  to  be  interested? 

Preferred  stocks  seem  to  have  grown  in  popularity  in 
recent  years,  but  their  popularity  rises  and  falls  from 
time  to  time.  At  a  time  when  nearly  everybody  is  look¬ 
ing  forward  to  a  prolonged  period  of  prosperity,  as  was 
the  case  at  the  end  of  1924,  common  stock  may  prove 
more  attractive  than  preferred  stock  to  many  investors 
and  may  be  the  easiest  way  by  which  to  secure  capital. 

Preferred  stock,  of  course,  gives  a  definite  yield  and 
has  preference  in  the  distribution  of  assets  and 
profits.  The  opportunity  for  securing  a  speculative 
profit  is  not  so  great  as  in  the  case  of  common  stock. 

At  one  time  it  was  possible  to  issue  practically  an  un¬ 
limited  amount  of  bonds  or  additional  preferred  stock 
ahead  of  or  on  a  parity  with  the  then  outstanding  pre¬ 
ferred  stock  without  the  consent  of  the  owners.  But  the 
position  of  preferred  stock  has  now  been  changed.  In 
fact,  the  number  of  safeguarding  provisions  which  have 
been  thrown  around  preferred  stocks  has  improved  their 
position  so  greatly  as  to  make  this  class  of  stock  a  favored 
security  of  many  small  as  well  as  large  investors. 

One  investment  house  enumerates  the  various  safe¬ 
guards  of  some  high-grade  preferred  stocks  as  follows: 

1.  No  bonds  or  lien  may  be  issued  without  the  consent  of 
the  holders  of  three-fourths  of  the  preferred  stock. 

2.  No  preferred  stock  may  be  created  having  priority  over 
or  parity  with  the  then  outstanding  preferred  stock. 

3.  The  preferred  stock  is  a  closed  issue.  In  other  words,  no 
additional  preferred  stock  may  be  issued  without  obtain¬ 
ing  the  consent  of  the  holders  of  three-fourths  of  the  out¬ 
standing  preferred  stock.  If  the  company  fails  to  obtain 
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this  consent,  it  is  forced  to  redeem  the  outstanding  pre¬ 
ferred  stock  at  a  substantial  premium. 

4.  The  company  is  required  to  provide  an  annual  sinking 
fund  for  gradual  reduction  of  the  amount  of  preferred 
stock  outstanding.  This  sinking  fund  may  either  be  fixed 
in  amount  or  it  may  be  a  definite  percentage  of  the  com¬ 
pany’s  earnings  and  thus  compel  the  company  in  pros¬ 
perous  times,  when  its  earnings  are  high,  to  retire  a  cor¬ 
respondingly  large  amount  of  preferred  stock  instead  of 
paying  out  all  of  its  increased  earnings  in  the  form  of 
dividends  on  the  common  stock. 

5.  Many  of  the  earlier  issues  of  preferred  stocks  had  only  a 
small  amount  of  assets  applicable  to  the  stock,  and  in 
many  cases  the  issue  was  actually  greater  than  the  total 
assets.  With  the  better  preferred  stocks,  however,  this 
point  is  given  careful  attention,  and  a  preferred  stock  is 
rarely  issued  unless  the  business  has  assets  which  would 
apply  in  paying  off  the  preferred  stockholders  in  case  of 
dissolution,  amounting  to  at  least  double  the  value  of  the 
preferred  stock  issue. 

6.  In  order  that  companies  may  not  sink  too  large  a  propor¬ 
tion  of  their  capital  resources  in  fixed  assets — leaving  them 
without  sufficient  current  assets  in  liquid  form,  which  is 
always  a  dangerous  situation — the  modern  preferred  stock 
often  carries  a  provision  that  the  company  will  at  all 
times  maintain  net  quick  assets  (assets  that  are  readily 
convertible  into  cash)  of  not  less  than  from  100  to  200 
per  cent  of  the  amount  of  preferred  stock  that  is  out¬ 
standing. 

7.  The  preferred  stocks  of  years  ago  in  most  cases  earned 
their  dividend  by  a  narrow  margin  only.  The  earnings 
record  of  the  modern  company,  after  liberal  allowances 
for  depreciation,  obsolescence,  etc.,  must  show  a  good 
record  over  a  period  of  years  instead  of  during  just  a  year 
or  so  preceding  the  issue  of  preferred  stock. 

Such  provisions  enable  the  conservative  investor  to 
secure  the  higher  income  that  preferred  stock  usually 
yields  over  bonds  without  incurring  much  greater  risk  of 
loss  than  ordinarily  is  incurred  by  holders  of  industrial 
bonds.  But  the  company  that  issues  preferred  stock  must 
remember  that — 
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The  protective  measures  accorded  holders  of  pre¬ 
ferred  stock  must  not  be  so  exacting  that  future 
efforts  in  securing  additional  capital  will  be  seriously 
impeded. 

Unless  care  is  taken  in  this  matter,  a  company  may 
find  it  difficult  to  borrow  money  at  a  time  when  it  is 
badly  needed. 

The  various  stock  issues  should  be  so  arranged  as  to 
amounts  and  rights  that  several  groups  of  buyers  will  be 
attracted,  but  that  future  financing  will  not  be  made  too 
difficult. 

Common  stock  appeals  to  those  who  are  willing  to  take 
greater  risk  in  return  for  a  probable  higher  income.  Pre¬ 
ferred  stock  appeals  to  those  who  are  more  conservative 
and  wish  to  take  less  risk  and  secure  a  definite  income — ■ 
altho  there  are  some  common  stocks  with  such  a  long 
record  of  steady  dividends  that  they  are  widely  purchased 
by  conservative  investors. 

General  Conditions  Attending  a  Stock  Issue.  The  person 
financing  a  business  must  also  take  into  consideration  the 
general  situation  with  respect  to  the  habits  of  the  people 
and  to  business  conditions. 

People  are  much  more  likely  to  put  their  money  in  a 
form  of  stock  or  other  security  that  they  are  accus¬ 
tomed  to  buy  than  in  one  they  do  not  know  about 
even  tho  it  is  equally  good. 

Furthermore,  different  kinds  of  securities  have  their 
“innings”  according  to  the  general  business  situation,  as 
previously  suggested.  At  times  when  securities  generally 
are  low  in  price,  for  example,  it  may  be  advisable  to  issue 
short-term  notes  to  be  taken  up  by  the  proceeds  from  an 
issue  of  stock  or  bonds  later  on  when  a  higher  price  can 
be  secured  for  them,  or  when  the  interest  rate  on  bonds 
may  be  placed  at  a  lower  figure.  In  general,  when  inter¬ 
est  rates  are  low,  that  is  a  good  time  to  issue  long-term 
obligations. 
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There  are  also  periodical  preferences  for  railroad,  in¬ 
dustrial,  oil,  or  mining  securities,  etc. 

It  is  always  easier  or  less  expensive  to  finance  one’s 
business  by  following  the  popular  swing  of  the  time. 

Business  conditions  exercise  a  highly  important  bear¬ 
ing  on  stock  issues.  It  is  much  better  to  sell  on  a  rising 
than  on  a  falling  market.  People  will  not  purchase  an 
ownership  interest  in  an  enterprise  as  readily  when  times 
are  hard  as  they  will  when  times  are  good  and  the  out¬ 
look  is  bright.  Naturally,  if  stocks  in  general  are  selling 
below  par,  it  is  hard  to  sell  a  new  stock  at  par  even  tho 
the  security  is  very  good.  This,  of  course,  also  affects  the 
question  of  the  relative  amounts  of  preferred  and  com¬ 
mon  stock  to  be  issued. 

The  cost  of  selling  the  securities  issued  is  also  affected 
by  general  conditions.  This  is  true  whether  the  sales  are 
made  directly  by  the  corporation  or  thru  brokers.  The 
cost  of  selling  an  issue  of  new  securities  has,  in  some 
cases,  run  as  high  as  50  per  cent  of  the  value  of  the  secu¬ 
rities.  Always  an  important  consideration  is  to  keep 
down  the  cost  of  selling  a  new  issue  of  stock,  because  the 
firm  that  issues  the  stock  really  has  to  pay  the  cost  of 
selling.  It  usually  sells  the  entire  issue  to  one  investment 
banker  or  syndicate.  The  banker  or  syndicate  estimates 
the  cost  of  selling  the  issue  and  deducts  this  cost  plus  a 
reasonable  profit  on  handling  the  issue  from  the  price 
paid  for  the  issue  to  the  issuing  corporation. 

Other  considerations  in  selling  stock  and  the  use  of 
bonds  in  financing  and  other  important  aspects  of  the 
problem  of  providing  capital  adequate  to  meet  the  needs 
of  a  business  will  be  taken  up  in  Executive  Manual  43. 
The  following  check-up  on  principles  and  Executive 
Problem  42  will  further  pave  the  way  for  a  full  under¬ 
standing  of  this  problem  as  rounded  out  in  the  next 
manual. 


CHECK-UP  ON  PRINCIPLES 

Use  the  following  check-up  to  get  the  principles  of  this  manual 
firmly  fixed  in  mind.  This  will  help  you  to  handle  the  problem 
which  follows.  This  check-up  is  entirely  for  your  own  personal 
use,  so  you  need  not  send  it  in  to  the  University. 


CHECK 

1.  The  office  manager  of  a  growing  manufacturing 
concern  was  desirous  of  adding  certain  improved  equip¬ 
ment,  costing  $1,500.  He  calculated  the  annual  savings 
which  could  be  effected  with  this  new  equipment  at 
$375.  “Twenty-five  per  cent  on  the  investment,”  he 
explained  to  the  treasurer.  “We  have  the  money  avail¬ 
able,  haven’t  we?” 

“Yes,”  replied  the  treasurer,  “but  by  putting  that 
$1,500  into  materials,  labor,  supplies,  overhead  expenses, 
and  selling  expenses,  we  can  turn  it  over  several  times  a 
year  and  show  a  profit  on  its  use  of  over  40  per  cent.” 

If  you  had  been  the  treasurer,  would  you  have  advised 
against  the  purchase  of  the  new  office  equipment? 

Yes 

No 

2.  John  R.  Wilsey  had  built  up  the  largest  retail  dry 
goods  store  in  Princeton.  He  had  a  large  personal  fol¬ 
lowing  among  the  people  of  the  town  and  the  vicinity. 
Especially  did  the  country  folks  like  his  store;  they 
would  come  from  miles  around  to  trade  with  John  Wil¬ 
sey.  At  60  he  wanted  to  retire.  Two  young  business 
men  of  the  town  proposed  to  buy  him  out.  The  store 
building,  equipment,  and  stock  were  appraised  by  inde¬ 
pendent  auditors  at  $38,000;  and  the  goodwill  of  the 
business  at  $25,000,  which  was  a  conservative  figure  as 
based  on  the  remarkable  earnings  record  of  the  business. 
Would  you  advise  the  young  men  to  purchase  for 
$63,000? 

3.  Will  a  curtailment  of  business  in  a  going  concern 
necessarily  mean  that  less  cash  will  be  required  for 
working  capital? 

4.  In  estimating  working-capital  needs  for  an  electric 
light  and  power  company  where  conditions  are  quite 
stable,  is  it  necessary  to  provide  a  margin  of  safety  for 
unforeseen  contingencies? 
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5.  The  Arkwright  Furniture  Company  of  Portland 
sells  household  furniture  at  retail  on  regular  retail  terms 
— cash  or  30  days’  credit.  The  management  proposes 
to  adopt  the  installment  plan  of  selling.  Will  it  decrease 
its  working-capital  needs  by  so  doing? 

CHECK 

Yes 

No 

6.  Early  in  1925  a  large  manufacturer  of  paints  and 
varnishes  decided  to  provide  his  retail  dealers  with  a 
plan  whereby  they  could  sell  his  products  on  the  install¬ 
ment  plan— payments  to  be  made  over  a  period  of  ten 
months.  Could  this  manufacturer  use  the  services  of  a 
finance  corporation  in  putting  his  new  financing  plan 
into  effect? 

7.  In  offering  for  public  sale  an  issue  of  stock,  is  it 
more  important  to  impress  the  public  with  the  high  effi¬ 
ciency  and  character  of  the  management  than  in  offer¬ 
ing  an  issue  of  bonds? 

S.  Is  it  good  policy  for  a  company  that  is  offering 
stock  for  sale  to  exercise  discrimination  in  placing  this 
stock  with  individual  investors? 

— 

9.  The  stock  of  the  Peninsular  Electric  Powrer  & 
Light  Co.  was  selling  on  the  Chicago  Stock  Exchange  for 
approximately  118  in  February,  1925.  During  this 
month  the  company  issued  to  its  stockholders  “rights” 
to  purchase,  at  $105,  one  additional  share  for  each  ten 
shares  then  ovmed.  Would  each  “right”  be  valued 
at  $13? 

10.  A  company  owning  fixed  assets  (free  from  liens) 
conservatively  valued  at  $150,000  decided  to  issue  pre¬ 
ferred  stock  in  the  amount  of  $50,000.  It  was  proposed 
that  this  stock  be  made  attractive  to  investors  by  pro¬ 
viding  that  no  mortgage  should  thereafter  be  placed  on 
the  fixed  assets  without  the  consent  of  the  owners  of 
three-fourths  of  the  preferred  shares  outstanding.  From 
the  standpoint  of  future  borrowing  needs,  would  you 
sanction  this  provision? 

Executive  Problem  42 

“WHAT  CAPITAL  SHALL  WE  NEED?” 

Determining  the  Capital  Requirements  of  New 
and  of  Going  Businesses 
Under  The  LaSalle  Problem  Method 


THE  epitaph  of  many  a  business,  once 
promising,  now  bankrupt,  reads: 
“Starved  to  death.” 

All  good  business  men  are  optimists.  Pessi¬ 
mists  rarely  succeed.  Yet  a  strain  of  caution 
which  opens  the  eyes  of  the  planner  to  every 
element  of  cost  as  well  as  of  profit,  to  delays 
as  well  as  to  punctual  service,  to  opposition  as 
well  as  to  co-operation — such  caution  tends  to 
insure  enough  capital,  and  of  the  right  form, 
to  meet  every  probable  business  need. 


Prepared  by  the  Research  and  Consultation 
Staff  of  LaSalle  Extension  University  from  an 
interesting  problem  which  it  has  carefully  in¬ 
vestigated  and  analyzed. 


Executive  Problem  42 
“WHAT  CAPITAL  SHALL  WE  NEED?” 

Executive  Problem  41  pictured  a  situation  where  a 
new  business  venture  was  being  discussed  from  the  stand¬ 
point  of  its  practicability,  its  profit  possibilities,  and  its 
organization.  In  this  problem  wre  are  to  look  into  a  busi¬ 
ness  in  which  these  factors  have  all  been  considered  and 
decided.  We  are  now  interested  in  estimating  how  much 
money  will  be  required  to  start  a  business  and  to  carry 
it  on. 

James  C.  Hepburn  has  been  employed  by  the  Welling¬ 
ton  Music  Company  for  years.  He  has  sold  pianos,  vic- 
trolas,  radio  sets,  and  all  kinds  of  musical  instruments. 
He  has  done  well,  and  is  now  head  of  the  musical-instru¬ 
ment  department.  He  has  saved  a  good  proportion  of 
his  income,  since  for  years  it  has  been  his  ambition  to 
have  a  business  of  his  own.  He  feels  that  the  time  is 
now  ripe  for  realizing  that  ambition. 

The  Proposed  Business.  There  is  an  opportunity,  Mr. 
Hepburn  feels,  for  selling  band  instruments  on  a  far 
larger  scale  than  his  present  employer  is  doing.  He 
believes  that  by  selling  these  instruments  on  the  “easy 
payment”  plan,  he  can  interest  many  young  men  who 
would  not  otherwise  be  inclined  to  buy.  He  is  planning, 
therefore,  to  specialize  in  this  particular  line  of  business. 

Many  of  his  prospective  buyers  live  in  other  near-by 
cities  and  villages.  These  he  plans  to  reach  by  appoint¬ 
ing  agents  to  sell  his  instruments  thruout  the  state.  He 
has  already  made  arrangements  with  a  large  manufac¬ 
turer  of  band  instruments  by  which  he  wall  be  the  exclu¬ 
sive  distributor  for  this  state. 

The  Cost  of  Doing  Business.  These  instruments  will 
cost  him  45  per  cent  less  than  the  price  at  which  they 
are  listed  in  the  catalog  and  at  which  they  are  usually 
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retailed.  The  terms  he  will  receive  are  net  30  days,  2  per  cent  cash 
discount  if  paid  in  10  days.  He  is  planning  to  pay  promptly  so  as 
to  get  this  discount. 

He  plans  to  price  his  stock  at  11  per  cent  above  the  list  price,  to 
allow  for  the  added  expense  of  selling  on  the  installment  plan.  The 
cost  of  the  instruments  will  therefore  be  50  per  cent  off  the  new 
selling  price.  A  cash  discount  of  10  per  cent  to  customers  who  are 
able  to  pay  cash  brings  his  cash  price  in  line  with  competition. 

The  rent  on  a  well-equipped  small  store  on  a  desirable  side  street 
will  be  $180  a  month.  The  store  he  is  planning  to  take  already  has 
shelving,  counters,  and  many  other  fixtures,  so  that  his  expenditures 
for  these  need  not  be  great.  The  only  regular  employe  wall  be  a 
young  lady  who  is  able  to  help  in  waiting  on  customers,  who  wall 
take  care  of  the  books,  and  who  is  also  an  amateur  cornetist.  He 
will  have  to  pay  her  $130  a.  month.  For  himself,  he  plans  to  take 
$300  each  month  as  a  salary.  This  means,  therefore,  that  he  wall 
have  a  fixed  expense  of  $610  a  month.  In  addition  to  this,  there 
are  such  expenses  as  telephone  service,  express  charges  on  instru¬ 
ments,  office  supplies,  and  many  others.  He  will  also  need  addi¬ 
tional  help  at  times.  The  total  store  expenses,  therefore,  will  vary 
from  $750  to  $950  a  month. 

To  the  agents  who  are  selling  his  instruments,  he  plans  to  give  a 
commission  of  30  per  cent  off  the  retail  price. 

He  will  have  to  do  considerable  advertising.  For  the  first  three 
months  he  plans  to  spend  $300  a  month,  and  after  that  he  plans  to 
budget  his  advertising  at  3  per  cent  of  the  expected  sales  for  the 
month. 

Mr.  Hepburn’s  experience  has  taught  him  that  a  certain  propor¬ 
tion  of  the  installment  payments  are  uncollectible.  He  believes  that 
a  careful  credit  policy  and  a  thorogoing  attention  to  collections  will 
hold  that  loss  substantially  below  5  per  cent  of  the  selling  price. 
He  plans  to  take  care  of  this  by  setting  up  a  reserve  of  5  per  cent 
of  the  sales  volume,  and  includes  this  in  his  cost  of  doing  business. 

Anticipated  Sales.  A  careful  study  of  the  business  opportunities 
in  the  territory  which  he  has  marked  out  for  himself,  and  several 
conferences  with  men  who  will  act  as  agents  and  also  with  repre¬ 
sentatives  of  the  band  instrument  company  have  led  him  to  put 
$50,000  as  a  conservative  figure  for  the  total  sales  for  the  first  year 
in  which  he  will  do  business.  He  expects  to  sell  well  over  half  that 
amount  in  the  store,  but,  to  be  on  the  safe  side  in  figuring  costs,  con¬ 
siders  half  his  sales  as  coming  thru  agents  to  whom  a  30  per  cent 
commission  must  be  paid. 

He  expects  to  open  the  business  on  October  1,  altho  he  wall  give 
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all  his  time  to  the  enterprise  thruout  September.  Beginning  with 
October,  and  based  on  the  charted  results  of  his  experience  with  his 
present  company,  he  has  mapped  out  what  sales  he  can  reasonably 
expect  to  make  during  each  month  of  the  first  year  of  business. 

The  preceding  page  shows  how  sales,  the  cost  of  doing  business, 
and  the  expected  cash  receipts  have  been  tabulated.  October  sales 
are  expected  to  be  $2,700.  The  terms  of  sale  call  for  a  minimum 
initial  payment  of  20  per  cent  and  future  payments  in  not  more 
than  eight  equal  monthly  installments.  For  the  purpose  of  esti¬ 
mating  the  financial  requirements,  the  minimum  down  payment  and 
the  maximum  number  of  monthly  payments  have  been  listed.  Sales 
of  $2,700  for  October  will  therefore  yield  a  cash  income  of  only 
$540  for  that  month,  and  an  expected  $270  for  each  of  the  eight 
succeeding  months.  The  November  receipts  include  the  $270  from 
October  sales,  and  the  20  per  cent  down  payment  on  the  $3,000 
worth  of  business  which  is  expected  during  November. 

The  third  section  of  the  table  shows  the  total  cash  receipts  for 
each  month,  and  the  differences  between  these  cash  receipts  and  the 
cost  of  doing  business  for  that  month.  You  will  notice  that  costs 
keep  steadily  ahead  of  receipts  until  May.  During  this  period, 
$14,314  will  have  to  be  paid  out  in  excess  of  anticipated  cash  income. 
It  will  be  necessary,  therefore,  to  provide  some  means  of  financing 
the  business  to  that  extent.  Thereafter  the  cash  receipts  are  greater 
than  the  expenses,  until  September  is  reached.  At  the  end  of  August, 
the  excess  of  receipts  over  costs  for  the  four  previous  months  is 
$4,545. 

Permanent  Capital.  This  table,  however,  does  not  tell  the  entire 
story.  It  takes  money  to  buy  the  initial  stock  of  instruments,  and 
money  to  get  the  business  started.  It  is  believed  that  instruments 
costing  some  $3,000  should  constantly  be  kept  on  hand.  That 
amount,  therefore,  will  constantly  be  tied  up  in  inventory. 

Then  also,  as  suggested  before,  Hepburn  will  have  to  give  his 
business  full  time  for  about  one  month  before  the  opening  day.  He 
will  also  have  to  employ  some  labor;  buy  considerable  equipment, 
supplies,  and  the  like;  and  pay  express  on  the  initial  shipment  of 
instruments.  Altogether  these  items  for  time,  labor,  supplies,  and 
equipment  amount  to  some  $2,000.  Besides  this,  he  feels  that  $1,000 
should  be  considered  as  an  emergency  fund  for  unexpected  expenses. 
The  $16,000  which  he  has  saved  to  put  into  this  business  is,  there¬ 
fore,  decreased  to  some  $10,000  as  a  balance  available  for  operating 
capital. 

The  Banker  as  a  Financial  Adviser.  Mr.  Hepburn  desires  to 
own  his  business  outright.  He  does  not  care  to  take  in  anyone  as  a 
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partner  or  as  an  associate  stockholder.  He  has  determined,  there¬ 
fore,  to  put  his  entire  proposition  before  a  banker  in  whom  he  has 
confidence  and  to  ask  the  banker’s  advice  with  regard  to  it.  He  also 
intends  to  seek  a  line  of  credit,  so  that  he  will  be  able  to  borrow 
money  from  the  bank  to  finance  his  business. 

We  are  to  go  with  Mr.  Hepburn  to  call  on  this  banker  and  will 
study  the  proposition  just  as  the  banker  will.  In  the  working  papers 
you  will  find  questions  such  as  the  banker  is  likely  to  ask.  In  the 
executive  report,  which  you  will  receive  later,  you  will  find  a 
description  of  methods  of  financing  such  an  enterprise  as  this  when 
even  less  capital  is  available  than  this  business  man  has  at  his 
disposal. 


